@us ADn 


Wie Se : hisr.,, 


{OCTOBER 1947 


eS a i 


JAN 9 = 4048 


TAX MAGAZINE 


OMMERCE CLEARING HOUSE PUBLICATION 
The Scope of Section 722 
By Clarence N. Goodnin 


A New Approach 
item Bl iter ateys ire) | Corporate Good Will 
By Louis A. Boxleitner 


FRED M. VINSON 


Chicf Justice of the United States 








FOoRtTtT#HCGO M tN G 




























We sent to England for this one— 
“British Taxation on United States 
Companies.” You will find it helpful, 
if vour client’s interests are in or to be 
in the United Kingdom. * * * * * 


For the year-end problem of com- 
pensation, George H. Seefeld offers 


“Life Insurance Premiums as Com- 
pensation.” * ©. © eee 8 8 


Mr. Roesken continues his analysis 
of state tax trends, always important 
to the expanding enterprise. This time 
the central states of Arkansas, lowa, 
Kansas, Minnesota, Missouri, North 
Dakota, Oklahoma and Wisconsin, to 
mention only the income-taxing states, 


are among those reviewed. * * * * Editor 
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Our Cover 


Fred M. Vinson, Chief Justice of the 
United States, whose picture is featured on 
our cover was appointed by President Tru- 
man on June 21, 1946. 


He has had a long and distinguished career 
in the federal government. Among the high 
posts he has held are: member of the Circuit 
Court of Appeals for the District of Colum- 
bia, Economic Stabilizer, Director of War 
Mobilization and Reconversion and Secre- 
tary of the Treasury. 


The Supreme Court 


The Constitution of the United States is 
reverently enshrined in the heart of every 
patriotic American. School children mem- 
orize it; lawyers depend on it; learned 
justices defend it; and politicians respect it, 
although they have cursed it for the re- 
straint it has laid on their political philosophy 
and practice. As one historian put it, it is 
to the American people what the royal 
family is to the British. Charles Evans 
Hughes is reported to have said, “The Con- 
stitution is what the judges say it is.” 


It is a modern political miracle that any 
governmental instrument could be couched 
in terms so flexible, yet so rigid as to be the 
foundation of a government for a period of 
160 years. In commemoration of the 160th 
anniversary of the Constitution, the Free- 
dom Train is now on a year-long tour of 
some 300 American cities carrying the price- 
less historical documents which have been 
the foundation of a great political paradox— 
that the youngest nation is one of the world’s 
oldest governments. The nations of Europe 
and Asia have fallen, some several times 
even in the memory of present generations, 
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and their entire political history for this ff 
period of 160 years is marked by revolution, 


coups d’état and drastic changes. 


In a recent lecture* Justice Rutledge 
traced the beginning of the commerce clause 
of the Constitution from the first constitu- 
tional convention. 
of trade barriers that were being raised 
against commerce between 


the confederacy, or at least minimized the 
chances of creating one nation from all the 
component states. The commerce clause 
was the seed which bore the Constitution. 


“The twelve words the founders used: f 
‘The Congress shall have the power tof 


regulate commerce . . . among the several 
states.’ Simple those dozen words. They 
do not in turn forbid the states to act, but 


by a negative implication they strip the § 


states of ability to lay tariffs or otherwise 
raise barriers against trade crossing state 


lines. Nothing was said about judges. But f 
those twelve words have been the headache of f 


judges ever since they were written. Sim- 
plicity of the words covers a large intricacy 
of action. Congress is given the power to 
regulate, but what is regulation? Is it pro- 
hibition? Is it taxation ...?” 


It is the same commerce clause which 
enters into so much litigation of tax cases 
involving state laws before the Supreme 
Court. For instance, at its last session the 
Supreme Court decided several tax cases 
arising under state and municipal tax stat- 
utes. Indiana’s gross income tax ran afoul 
of the interstate commerce clause. In Free- 


1 Published in book form: A Declaration of 


Legal Faith, by University of Kansas Press, 
Lawrence, Kansas. Price $2. 
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man v. Hewitt the Supreme Court found that 
the Indiana gross income tax interferes with 
interstate commerce when applied to the 
income of an Indiana resident derived from 
the proceeds of sales of stocks and bonds 
to a local broker connected with a New 
York brokerage house. The Ohio franchise 
apportionment formula, in contrast with the 
Indiana tax, was held not to violate the due 
process and commerce clauses when applied 
to the expansive complex business activities 
of the International Harvester Company. A 
tax on the gross receipts from stevedoring 
was held to violate the commerce clause of 
the Constitution in the New York case of 
Joseph et al. v. Carter & Weekes Stevedoring 
Company. The commerce clause was again 
construed at the last session of the court 
in Independent Warehouse, Inc. v. Scheele. 
This case involves New Jersey municipal 
license tax as applied to a coal storage plant 
where coal was stored, at the pleasure of 
the owner, after shipment from the mines 
of Pennsylvania for subsequent shipment in 
either intrastate or interstate commerce. 


The judiciary system created by the Con- 
stitution is the interpreter of the Constitu- 
tion and, in the mind of James Bryce, the 
most original and the greatest American 
contribution to the science of government. 
The fact that the number of justices is 
not limited has always been pointed out 
as the one great weakness of the Court, but 
during the early Roosevelt regime when the 
Executive Department of the governmenf 
was bent on packing the Supreme Court in 
order that its legislative program would 
not be held in contravention of the con- 
stitutional limits imposed, the balance of 
power between the three branches of govern- 
ment, so ingeniously devised by the framers, 
thwarted these efforts, and proved that 
without the Supreme Court the Constitution 
would be a dead letter. 


At times when the Supreme Court stands 
between the political ends of another branch 
of government and our present processes, 
the judges are sometimes personally attacked 
for their conservatism. We saw this occur 
some ten years ago, when justices were 
termed “The Nine Old Men”. The same 
type of vituperation also arose early in the 
reconstruction period following the Civil 
War. At that time, however, there were 
seven old men, as there were two vacancies 
and the law about to be guillotined was 
Johnson’s Reconstruction Act. An amend- 
ment to the act prohibiting judicial review 
forestalled Court action. The past ten years, 
however, have in natural ways entirely 
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changed the complexion of the Supreme 
Court and the present encumbents can 
very easily be termed nine young men. 


On Monday, October 6, 1947, the Supreme 
Court of the United States will convene for 
the 1947-1948 session, which will end about 
the middle of June, 1948. The composition 
of the Supreme Court at this session proba- 
bly will be the same as that of the last ses- 
sion, although there is a rumor that Justice 
Douglas will not be back—the reason given 
is ill health. 


Hugo Lafayette Black, the ranking As- 
sociate Justice, was born in Highland,. Ala- 
bama, February 27, 1886. Justice Black was 
President Roosevelt’s first appointee to the 
Supreme Court. 


Harold Hitz Burton comes from Ohio, 
and he is fifty-nine years old. Formerly, he 
was Republican Senator from Ohio and a mem- 
ber of the Truman investigating committee. 
He is a Truman appointee to the Supreme 
Court. 


William Orville Douglas, born in Maine, 
Minnesota, is the youngest of the nine judges 
—forty-nine. He was appointed to the Supreme 
Court by President Roosevelt in 193° 
Prior to that he served with the Secur* 
and Exchange Commission. 


Felix Frankfurter is Viennese born. From 
the period 1914 to 1939 he was a professor 
at the Harvard Law School. President 
Roosevelt appointed him to the Supreme 
Court in January, 1939. 


Robert Houghwout Jackson is fifty-five 
years old and at one time was General Counsel 
of the Bureau of Internal Revenue. But 
recently he served as American prosecutor 
of the Axis war criminals at the Nurenburg 
trial. 


Prior to taking his seat on the Supreme 
Court, Frank Murphy, who is fifty-seven years 
of age, had been Mayor of Detroit, Governor 
of Michigan, High Commissioner to the 
Philippines and Attorney General. 


Stanley Forman Reed is a Kentuckian, 
sixty-three years old. His previous experience 
in the government service began as General 
Counsel of the Federal Farm Board and as 
General Counsel of the Reconstruction Finance 
Corporation. 


Wiley Rutledge came to the Supreme 
Court in 1943. He is fifty-three years of age 
and has a long distinguished record as profes- 
sor of law at several universities in the 
middlewest. Prior to his appointment to the 
Supreme Court by President Roosevelt, he 
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served on the Court of Appeals for the 
District of Columbia. 


At present there are not many tax cases 
on the docket—a few less than thirty. Some 
of these have been carried over from the 
previous term of the Court. Those that do 
await decision, though, run the gamut in the 
tax field, from the sisterly fight of Texas 
and Louisana over the estate of the wealthy 
Edward H. R. Green to the lone family 
partnership case of Wilson v. Commissioner. 


Some of the more important tax cases 
awaiting action by the Supreme Court are 
listed below: 


Austin v. Commissioner. A husband gave 
his note to his wife, which she in turn gave 
to her children. After the husband’s death 
the executor of his estate paid the accumu- 
lated interest to the children. The Sixth 
Circuit held that the interest paid is taxable 
to the wife under Helvering v. Horst; the 
power to dispose of income is equivalent to 
ownership. 


Bramer v. Commissioner. The Dobson 
rule applies where that portion of the 1941 
payment on a 1935 note by a cash-basis 
taxpayer which was allocable to losses of a 
syndicate closed out in 1935 was not deduct- 
ible in 1941. So held the Third Circuit. 


The Tax Court 
held a transfer not taxable and the Third 
Circuit affirmed the holding of the Tax 
Court. The Supreme Court will determine 
whether the question involving remote pos- 
sibility of reverter by operation of law was 
one of fact preventing the Circuit Court 
from reversing the Tax Court, and if the 
question was one of law, whether the pres- 
ence of the remote possibility was sufficient 
to require the inclusion of the transfer in 
the decedent’s estate. 


Church; Commissioner v. 


Eisenberg et al. v. Commissioner. The Tax 
Court concluded that the taxpayers were 
taxable on the 1940 and 1941 income from 
trusts which they had created for their children 
by purported gifts of interest in the tax- 
payer’s partnership to the trust and that the 
reformation of the declaration of the trust 
by the state court in 1943 “as of January 2, 
1940,” has no effect on the taxability. The 
Third Circuit held with the Tax Court. 


Kjar v. U. S. In this case the Court of 
Claims held (1) that the recovery by the 
Government of distilled spirit taxes and 
customs duties is barred because the Com- 
missioner’s determination that the liquors 
were imported and diverted was contra- 
dictory, (2) that the taxpayer had no cause 
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of action on account of the erroneous sale 
of the property on jeopardy assessments 
without evidence that the property was sold 
for an inadequate price, and (3) that a finding 
of the Board of Tax Appeals, for income 
tax purposes, as to the number of barrels 
of whiskey sold by the taxpayer is not res 
judicata in determining the number of bar- 
rels of whiskey produced or imported dur- 
ing the same period for determining the tax 
on distilled spirits. 


Liberty Glass Company ; Jones v. In this ease 
the lower court has held that a claim for re- 
fund of income and excess profits taxes 
for 1938 based on money paid in liquidation 
of a deficiency assessment erroneously and 
illegally made is governed by Code Section 
3313, which allows four years from the time 
of payment of the tax for filing the claim, 
rather than by Code Section 322, under 


which the time limit for filing the claim is f 


two years after payment of the tax, but 
which applies only to overpayment arising 
out of an error or mistake in the prepara- 
tion of the return. 


Nathan v. Commissioner. The Tax Court 
held a transfer of property not taxable and the 
Seventh Circuit reversed the Tax Court. The 
decedent, who predeceased his sister, had 
reserved a secondary life estate for himself 
contingent upon his surviving his sister, the 
primary life beneficiary. 
Court has the question—whether the prop- 


value of the life estate in the sister, is in- 
cludable in his estate. 


Noble; Kavanagh v. The Sixth Circuit 
held that taxes paid by reason of the Commis- 
sioner’s denial of a husband’s right to deduct 
his wife’s capital losses from his capital gains 


in their 1935 joint return were “erroneously f 


or illegally assessed or collected.” Claims 
for refund are governed by Code Section 
3313, which allows four years after payment 
of the tax for filing the claims, rather than 
the two-year period under Code Section 322. 


Slifka et al. v. Johnson. The question was 
whether the assignment of life insurance 
policies by the decedent to his wife six years 
before his death, for the. purpose of 
avoiding estate taxes was made in contem- 
plation of death, and whether certain evi- 
dence of the decedent’s motives was ad- 
missible. The District Court for the State 
of New York held the evidence admissible 
and assignment in contemplation of death. 
The Second Circuit affirmed the District 
Court. (Continued on inside back cover) 
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The Scope of Section 722 


By 


CLARENCE N. GOODWIN 


HE REVENUE ACT of 1942 imposed 
a tax of ninety per cent of adjusted 
subject to the 
limitation that the combined excess profits 
tax, surtax and income tax should not ex- 


The excess profits net 


taxpayer for the years 1936 to 1939, both 
inclusive, or eight per cent of the invested 
capital not over $5,000,000 plus six per cent 


} of the invested capital over $5,000,000 and 


not over $10,000,000 and five per cent of the 


§ excess over $10,000,000.. A taxpayer in busi- 


ness in the base period (1936 to 1939) 
entitled to use either the income or the in- 
vested capital credit, whichever is higher. 
A taxpayer not in business in the base pe- 
tiod is confined, of necessity, to the credit 
based on invested capital.” 

~1§ection 710 of the Internal Revenue Code, 
Title 26, USCA p. 477. In the text referred to, 
the percentage is ninety-five per cent as in- 


creased by the Revenue Act of February 25, 
1944, p. 483. 


2Title 26, USCA, Sections 611, 612 and 613, 
Pp. 483 et seq. 


The purpose of these excess profits tax 
provisions was to bring into the United 
States Treasury at first substantially ninety 
per cent and later ninety-five per cent of all 
profits in the excess profits tax years which 
could justly be considered to be excess 
profits. While the method used to deter- 
mine excess profits was, in a great per- 
centage of the cases, just, as early as 1940, 
it was seen that in an enormous number of 
cases the resulting tax would be excessive 
and discriminatory. 


To eliminate the injustice due ‘to the nec- 
essary application of some rule of thumb, 
the Revenue Act of 1942, in Section 222, 
amended Section 722 of the Internal Reve- 
nue Code to provide “general relief” against 
this hardship. As amended, Section 722 (a) 
provided that in any case in which the tax- 
payer established that the tax, without the 
benefit of the section, would result in an 
excessive and discriminatory tax and also 
established what would be a fair and just 
amount representing normal earnings, this 


Mr. Goodwin, a former justice of the Illinois Appellate Court and frequent adviser to 

the Department of Justice on constitutional questions, is a member of the law firm of 

Goodwin, Rosenbaum and Meacham, Washington, D.C. He has served the government 

as Special Assistant to the Attorney General and as Special Assistant Attorney General 
in important litigation 
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amount should be used as a constructive 
average base period net income.* 


Because, it is believed, of legally unjusti- 
fied limitations placed on this subsection by 
the Bureau of Internal Revenue, it fell far 
short of its purpose.* And as a result of 
numerous criticisms, the Joint Committee 
on Internal Revenue Taxation of the Con- 
gress held hearings on February 5, 6 and 7, 
1946, at which criticisms of the manner in 
which the subsection had been construed 
and applied were presented. Consequent- 
ly, the Commissioner of Internal Revenue, 
with the approval of the Secretary of the 
Treasury, appointed an Excess Profits Tax 
Council of fifteen members, headed by the 
Honorable Charles D. Hamel, the first chair- 
man of the Board of Tax Appeals, with 
power to interpret and.apply the section.® 
It seems appropriate, therefore, to attempt 
an appraisal of the scope and intention of 
the subsection, which has been so much in 
controversy and is now made the subject 
of official review. In plain and unambiguous 
language, the subsection expressly provides 
for relief “in any case” in which the tax- 
payer establishes that the tax is excessive 
and discriminatory and also establishes 
what would be a fair and just constructive 
average base period net income to be used 


3 “Section 722. General relief—Constructive 
average base period net income. 


“‘(a) General rule. In any case in which the 
taxpayer establishes that the tax computed un- 
der this subchapter (without the benefit of this 
section) results in an excessive and discrimina- 
tory tax and establishes what would be a fair 
and just amount representing normal earnings 
to be used as a constructive average base period 
net income for the purposes of an excess profits 
tax based upon a comparison of normal earnings 
and earnings during an excess profits tax period, 
the tax shall be determined by using such con- 
structive average base period net income in lieu 
of the average base period net income otherwise 
determined under this subchapter. In deter- 
mining such constructive average base period 
net income, no regard shall be had to events or 
conditions affecting the taxpayer, the industry 
of which it is a member of taxpayers generally 
occurring or existing after December 31, 1939, 
except that, in the cases described in the last 
sentence of section 722 (b) (4) and in section 
722 (c), regard shall be had to the change in the 
character of the business under section 722 (b) 
(4) or the nature of the taxpayer and the 
character of its business under section 722 (c) 
to the extent necessary to establish the normal 
earnings to be used as the constructive average 
base period net income.’’ (Title 26, USCA, 
p. 514.) 


* “Yet, despite its contribution to the success- 
ful operation of a wartime economy, the excess- 
profits tax has been an erratic and in many 
instances an inequitable tax. The difficulty .is 
that calling profits excessive does not make 
them excessive. Calling profits normal does not 
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as a credit deduction in determining th 
adjusted excess profits tax income subject 
to the tax. 


World War | Act 


It will be noted at once that the broag 
and inclusive language used leaves no room 
for construction or interpretation. There 
is, therefore, no reason to resort to rules of 
statutory construction since they are appli 
cable only to cases of ambiguity and tha 
situation is not here present.£ Nevertheless 
in view of the importance of the subsectiog 
and the enormous sums involved,’ it may 
not be inappropriate to view the situation as 
though it did involve a case where the scope 
of the section might reasonably be consid- 
ered a matter of controversy. It is hardly 
necessary to say that every statute must be 
construed with reference to its intended ob- 
ject and the difficulties and hardships to be 
overcome. It is, therefore, necessary to 
consider the section not:‘only in the light of 
the problem with which the Congress was 
confronted but also in relation to its expe- 
rience with problems arising out of former 
similar statutes which resulted in like diffi- 
culties. For example, in World War I a 


similar need for additional revenue was met, 
in part, by levying an excess profits tax § 


make them normal. Normal profits and exces- 
sive profits look alike. There is no chemical 
reagent to distinguish them. The excess-profits 
tax, to be sure, has a formula—a very com- 
plicated formula in its entirety—for distinguish- 
ing normal and excessive profits. But that 
formula is seriously defective.’’ (Statement of 
Secretary of the Treasury Vinson before the 
Committee on Finance of the United States 
Senate, October 15, 1945. Hearings before the 
Committee on Finance, p. 23.) 


Secretary Vinson’s qualification to speak with 
authority on this subject is evidenced not only 
by his experience as head of the Treasury De- 
partment but by his long and distinguished 
service as a member of the Ways and Means 
Committee of the House of Representatives and 
his service as a justice of the United States 
Court of Appeals. Further weight may be 
given his statement by the fact of his appoint- 
ment as Chief Justice of the United States. 


5Internal Revenue Bulletin, September 23, 
1946, No. 19, p. 9. 


®In Caminetti v. U. 8., 242 U. S. 470, Mr. 
Justice Day, speaking for the Court, said: 
‘“‘Where the language is plain and admits of no 
more than one meaning the duty of interpreta- 
tion does not arise and the rules which are to 
aid doubtful meanings need no discussion.— 
Hamilton v. Rathbone, 175 U. S. 414, 421.” 


™In TAxES—The Tax Magazine, August, 1946, 
it is said (p. 719) that the section involves ‘‘the 
disposition of at least $8,000,000,000—and pos- 
sibly much more.”’ 

8 U. S. v. Musgrove, 160 F. 700; St. Louis, etc., 
Railroad Company, 158 F. 145. 
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Judge Clarence N. Goodwin 


which, although far less drastic than the 
one involved here, was based on the princi- 
ple of allowing a deduction from the tax- 
payer’s net income determined by the per- 
centage of the profit made on its invested 
capital in the prewar period comprising the 
years 1911, 1912 and 1913. Necessarily, in 
innumerable cases that method of deter- 
mining the deduction resulted in an exces- 
sive and discriminatory tax; in consequence, 
the statute provided that in certain enumer- 
ated instances the deduction should be the 
same percentage of invested capital as that 
earned by representative concerns in the 
same trade or industry.® These relief pro- 
visions, however, were.so inadequate that 
the Treasury, in applying them, resorted to 
the principles set forth in Sections 327 and 
328 of the Revenue Act of 1918, not then yet 
enacted, which were likewise designed to re- 
lieve against the hardships resulting from 
the application of its excess profits tax pro- 
visions. That act, like the present act, pro- 
vided for an exemption plus a credit equal 
to the average net income for the prewar 
period, plus or minus a percentage of the 
difference between the prewar invested capi- 
tal and that of the taxable year. In order 
to correct inequitfes and hardship, Section 


®°U. 8. 8. at Large, Volume 40, Part I, pp. 302, 
303, 304, 307. 
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327 provided in certain cases for a redeter- 
mination of the tax based on the taxes paid 
by representative concerns in a like or simi- 
lar industry. In the computation of the 
invested capital of a corporation under that 
act, the amount to be credited to intangibles 
acquired for stock was limited to twenty 
per cent of its capital stock. It was provid- 
ed, therefore, that where the Commissioner 
was unable satisfactorily to determine the 
respective values of the tangibles and intan- 
gibles acquired for stock, it should come 
within the scope of the relief provisions of 
Section 328. Like relief was given where 
the Commissioner was unable to determine 
the invested capital and, most important of 
all, where he found that the tax determined 
without the benefit of the section would, 
because of abnormal conditions, result in 
exceptional hardship.” It will be seen that 
the last ground of relief was general in its 
language and broad in its scope and, there- 
fore, more effective than the provisions of 
the former act. It was a determined effort 
to avoid inequality and _ discrimination 
through the use of general and inclusive 
language rather than through particulariza- 
tion. In the levying of an excess profits tax 
under the Revenue Acts of 1941 and 1942, 
Congress was faced with the necessity for 
a far more drastic excess profits tax de- 
signed to confiscate practically all profits 
made in the war years which were in the 
nature of war or excess profits. It was at 
once apparent that a tax levied on an excess 
profits net income arbitrarily based on the 
profits made in a former period or the in- 
vested capital in the taxable year would 
result in greater inequalities than those en- 
countered under former acts. 


Revenue Act of 1941 


In the Revenue Act of 1941, Section 722 
of the Internal Revenue Code was amended 
to cover cases where the business of the 
taxpayer was different from that of the base 
period and those where there had been an 
interruption of normal output, production 
or operation and the taxpayer had estab- 
lished the amount of average base period 
net income which would have been received 
had the business been the same in the base 
period as in 1940, or had the abnormal events 
not occurred. In those cases the amount 
established was to be considered the aver- 
age base period net income.” In the re- 
vision of Section 722 of the Revenue Act of 


%” Ibid., pp. 1088, 1091, 1093. 
1 Internal Revenue Acts, Title 26, USCA, p. 83. 
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1941 there was no attempt to formulate a 
general provision intended to eliminate 
hardship and injustice such as had been 
included in Section 327 of the Revenue Act 
of 1918; in consequence, the section was 
inadequate for the purpose intended. For 
that reason Congress inserted subsection 
(a) as it now appears in Section 722. Thus, 
it provided, and intended to provide, for 
relief in any case resulting in excessive and 
discriminatory tax where a fair and just 
constructive average base period net in- 
come to be used as a credit was established. 
The subsection contained no limitations or 
exceptions and, as stated, was all inclusive, 
as the history of the subject matter and re- 
lated legislation made it clear it was intend- 
ed to be. As noted, no similar general pro- 
vision appeared before in excess profits tax 
legislation except the broad provision of (d) 
of Section 327 of the Revenue Act of 1918. 
The need for a provision of this broad scope 
arises from the fact that it would be hu- 
manly impossible to foresee and enumerate 
all the circumstances which would neces- 
sarily give rise to an excessive and discrimi- 
natory tax under the provisions of the excess 
profits tax law. 


Enumerated Situations 


However, experience brought to light 
many instances which would necessarily 
give rise to an unjust and unequal result in 
the application of the tax, and specific provi- 
sion for relief in those instances was impor- 
tant. Therefore, subsection (b) expressly 
provided that the tax “shall be considered 
to be excessive and discriminatory in the 
case of a taxpayer entitled to use the excess 
profits credit based on income pursuant to 
Section 713 if its average base period net 
income is an inadequate standard of normal 
earnings because . . .” and here followed 


12277 U. S. 189, where Mr. Justice Sutherland, 
speaking for the Court, said (p. 206): 

“It is true that Section 21 contains a specific 
provision that the Governor-General shall ap- 
point such officers as may now be appointed 
by the Governor-General or such as he is au- 
thorized by this Act to appoint, or whom he 
may hereafter be authorized by law to appoint. 
And it is said that the effect of this is to confine 
the Governor-General’s powers of appointment 
within the limits of this enumeration. .. . Where 
a statute contains a grant of power, enumerating 
certain things which may be done and also a 
general grant of power which standing alone 
would include these things and more, the gen- 
eral grant may be given full effect if the context 
shows that the enumeration is not intended to 
be exclusive.”’ 

The case follows Ford v. U. S., 273 U. S. 593, 
where Mr. Chief Justice Taft, speaking for the 
Court, said (p. 611): 
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five enumerated situations. Likewise, in (c) 
with respect to taxpayers not entitled to use 
a credit based on income the tax was to be 
considered to be excessive and discrimina- 
tory “if the excess profits credit based on 
invested capital is an inadequate standard 
for determining excess profits because . . .” 
and here follow three instances. It can- 
not in reason be denied that the purpose of 
the enumerations referred to was not to cut 
down and limit the relief provided by the 
broad terms of (a), which applied to any 
case coming within its purview, but rather 
to make it clear that in certain definite situa- 
tions visualized by Congress the tax must 
be considered to be excessive and discrimi- 
natory. In other words, the provisions in- 
tended to make the right to relief in those 
cases incontrovertible and did not express 
an intention to exclude others equally meri- 
torious. This comes within the principle 
laid down by the authorities and often re- 
iterated, that a situation coming within the 
general provisions of a statute is not exclud- 
ed by the enumeration of specific instances 
to which the statute applies. This principle 
has been repeatedly stated and affirmed by 


our Supreme Court, which has held that the Ff 
maxim expressio unius est exclusio alterius F 


does not apply to such a situation. In 


Springer v. the Philippine Islands, for exam- | 
ple, it was held that where a provision of 


the statute had expressly conferred upon the 
Governor-General of the Philippine Islands 
certain definite powers, they were not exclu- 


sive of other powers not included in the § 


enumeration.” 


Had the language of Section 722 been 
ambiguous, resort might have been had to § * 


the reports of committees of Congress and 


the regulations adopted by the Bureau of I The 


Internal Revenue. But the language of the 
section is clear; and when it says “in any 


“It is urged that the principle of interpreta- 
tion expressio unius est exclusio alterius re- 
quires the implication from the reference to an 
adjudication of the vessel alone. The maxim 
properly applies only when in the natural as- 
sociation of ideas in the mind of the reader that 
which is expressed is so set over by way of 
strong contrast to that which is omitted that 
the contrast enforces the affirmative inference 
that that which is omitted must be intended to 
have opposite and contrary treatment.’’ 

After citing cases sustaining this view, the 
Chief Justice quoted from Broom. Legal Maxims 
(seventh edition), p. 612, as follows: 

“* Tt will, however, be proper to observe, be- 
fore proceeding to give instances in illustration 
of the maxim expressio unius est exclusio al- 
terius that great caution is required in dealing 
with it, for as Lord Campbell observed in Saun- 
ders v. Evans (8 H. L. C. 729), it is not of 

(Footnote continued on page 873) 
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nina- § solying an ambiguity. On this point the 
-d on § jaw is very clear, as noted in the case of 
idard § Caminetti v. U. S., supra. And it may be 
--’ B noted that in that case the Court added 
can- § (page 490): 
se of “Reports of Congress accompanying the 
* a introduction of proposed laws may aid the 
7 courts in reaching the true meaning of the 
’ re legislation in cases of doubtful interpreta- 
ae tion. But as we have already said 
—— and it has been so often affirmed as to be- 
— come a recognized rule, when words are 
crimi- © free from doubt they must be taken as the 
a '- § ¢nal expression of legislative intent and are 
those Biot to be added to or subtracted from by 
eee’: any considerations drawn from titles or 
call designating names or reports accompanying 
nciple @ their introduction or from any extraneous 
= a source—McKenzie v. Hare, 239 U. S. 299, 
in - 
ached 38. 
Seah Likewise, in Helvering v. City Bank Farm- 
tncial ers’ Trust Company [36-1 ustc J 9001], 296 
ane” “ee U. S. 85, Mr. Justice Roberts, speaking for 
rat the & the Court, said: 
ulterius “We are not at liberty to construe lan- 
rn. In — guage so plain as to need no construction 
exam- | or to refer to committee reports where there 
sion of § can be no doubt of the meaning of the words 
yon the F used. 
Islands f 
exclu. | Intended Scope 
in the § Only one statement in committee reports 
‘would give any color to an inference that 
2 been § the committee believed the enumeration in 
had a subsection (b) comprehended all cases 
i onl where the average base period net income 
pane of # WAS not a fair measure of normal earnings. 
ae . The sentence referred to is as follows: 
4 oO e . . . . 
— “To be eligible for relief taxpayers which 
______ fare entitled to use the average earnings 
terpreta- f credit under Section 713 must establish that 
rius re- 
ice to an § (Footnote 12 continued) 
> maxim § universal application, but depends upon the in- 
tural aS- BF tention of the party as discoverable upon the 
ader that § face of the instrument or the transaction. . . .’ 
way Of BLord Justice Lopes says of the maxim in Cal- 
ted that § quiliorm v. Brooks (21 Q; B. Div:.1C. P. 
inference — Div. 1, 17): ‘It is often a valuable servant but 
ended to fa dangerous master to follow in the construction 
é of statutes or documents. The ‘‘exclusio’’ is 
iew, the § often the result of inadvertence or accident and 
1 Maxims Fthe maxim ought not to be applied when its 
application, having regard to the subject matter 
serve, be Bto which it is applied, leads to inconsistency and 
ustration § injustice.’ ”’ 
clusio a B (It would, of course, lead to ‘‘inconsistency 
n dealing Fang injustice,’’ as suggested by Lord Justice 
_in eg Lopes, if relief were granted here in the cases 
is not O' Benumerated in (b) and (c) while denied in 
page 873) equally meritorious cases not within their terms 
flagazine 
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the average base period net income is not 
a fair measure of normal earnings because 
of one or more of the following reasons.” ™ 


This is not an attempt to construe and limit 
the all-inclusive scope of subsection (a); if 
anything, it merely reflects the impression 
of the drafter of the report that the five 
enumerated grounds for relief which are 
therein made incontrovertible were so broad 
as to exhaust the circumstances demonstrat- 
ing the existence of an excessive and dis- 
criminatory tax in cases where the taxpayer 
was entitled to use the earnings method of 
determining an excess profits credit. That 
such an impression was not unreasonable 
would appear from the breadth of the five 
instances enumerated under (b) and par- 
ticularly that of (5), which provided for re- 
lief where the base period income was af- 
fected by any other factor resulting in an 
inadequate standard of normal earnings. 
With respect to this, the committee report 
said: 

“Thus, corporations which do not meet 
the strict eligibility requirements set forth 
in this section are not debarred from relief 
if their case is within the spirit of the stat- 
ute and if its application would not be ir- 


consistent with its principles and conditions 
and limitations.” ™ 


Thus, it appears that the committee, far 
from attempting or desiring to limit and 
curtail the effect of (a), obviously wished 
that the provision for relief in any case should 
be given its full scope. Nothing of the kind 
is said in the report with regard to taxpay- 
ers limited to the invested capital method 
of determining constructive excess profits 
tax credit, for there the enumeration was 
obviously less comprehensive. “The privi- 
lege,” said the report, “of using the excess 
profits credit based on income is therefore 
extended to a taxpayer presently not en- 
titled to use such credit if the excess prof- 
its credit based upon the invested capital of 


but clearly within the express terms of subsec- 
tion (a).) 


In U. 8. v. Barnes, 222 U. S. 513, Mr. Justice 
VanDevanter, speaking for the Court, said 
(p. 518): 


“The position taken by the defendants in 
error, and sustained by the District Court, is 
that that extension of particular sections is an 
implied exclusion of all others. (Expressio unius 
est exclusio alterius.) We are unable to assent 
to that position. , The maxim invoked expresses 
a rule of convenience and not of substantive law 
and serves only as an aid in discovering the 
legislative intention when it is not otherwise 
manifest.’’ 


% Report of the Committee on Finance to 
accompany H. R. 7378, Report No. 1631, p. 198. 
14 Tbid., p. 202. 
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such taxpayer furnishes an inadequate stand- 
ard for the computation of excess profits 
because of one or more of the following 
reasons.” * 


It may be noted that in Regulations 112, at 
page 119, it is said: 


“A taxpayer which claims relief and which 
is entitled to use the excess profits credit 
based on income... must establish that its 
business during the base period falls into 
one or more categories described in Section 
722 (b) in order to be eligible for relief.” 


Everything said above, however, to the ef- 
fect that the plain language of a statute 
cannot be modified by titles, designating 
names, reports accompanying the introduc- 
tion of statutes and other extraneous sources 
applies with equal force to regulations, in 
regard to which the Supreme Court has said 
that “where the provisions of an act are 
unambiguous there is no power to amend by 
regulation.” * 


Interrupted Operations 


That the broad provisions of (b) do not, 
however, include all cases of an excessive 
and discriminatory tax, may be illustrated by 
two instances. As stated, (b) provides that 
in five enumerated subparagraphs the tax 
shall be considered to be excessive and dis- 
criminatory, and so makes the right to relief 
incontrovertible. Section 722 (b) (1) provides 
for the case where normal production, out- 
put or operation has been “interrupted or 
diminished because of the occurrence, either 
immediately prior to or during the base pe- 
riod, of events unusual and peculiar in the 
experience of such taxpayer.” ™ (Italics sup- 
plied.) Experience, however, has demon- 
strated the existence of numerous, if not in- 
numerable, cases where normal production, 
output or operation was interrupted or di- 
minished by events, unusual or peculiar in 
the experience of the taxpayer, which hap- 
pened prior, but not immediately prior, to the 
base period. Where they occurred immedi- 
ately prior to the base period, the right to 
relief could not be denied. But in other 
cases events unusual and peculiar in the 


% Ibid., p. 203. 


% Koshland v. Helvering [36-1 ustc | 9294], 298 
U. S. 441, and cases cited. 


7 Title 26, USCA, p. 514. 


3% ‘*(4) The taxpayer, either during or immedi- 
ately prior to the base period, commenced busi- 
ness or changed the character of the business 
and the average base period net income does not 
reflect the normal operation for the entire base 
period of the business.”’ 
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experience of the taxpayer had occurred at 
a comparatively remote time, and there was 
a direct causal connection between the event 
and the inadequacy of the base period net 
income in which relief was clearly required 
by (a). To meet this situation, the Treas- 
ury adopted a provision in Regulations 112 
as follows: 


“An event is deemed to occur immediately 
prior to the base period if under normal cir- 
cumstances the effect of such event would 
not be fully manifest until a year in the base 
period and such effect is directly related to 
such occurrence.” (Regulations 112, page 


127.) 


In this way it attempted to enlarge and ex- 


permissible in law since the difficulty cre- 
ated by the word “immediately” cannot be 


met by administrative interpretation, which 
B exce: 
Sno b 


denies the word its plain meaning. 


The same difficulty arose with respect to 
(b) (4), which covered the case of a tax- 
payer which began business or changed the 
character of its business during or immedi- 
ately prior to the base period.® It was soon 
apparent to the Bureau that a taxpayer might 
have commenced business or changed the 
character of the business prior to the base 
period with the result that the average base 


period net income did not reflect the normal B yeste 


operation for the entire base period of thef} entit 


business, and yet that beginning of business 
or change in the character of the business 
might have occurred not immediately prior 


to the base period but at some time before. f 


Such a case was as clearly within the pro- 
visions of the section as if the change had oc- 


curred immediately prior to the base period. f 


As it would be manifestly unjust to allow 


relief in the one case and deny it in thef 


other, the Bureau again attempted to meet 
the situation by an amendatory construc- 
tion.® Thus, the Bureau itself found that 
probably the two most important of the four 
specific enumerations of (b) were inade- 
quate to effect the purpose declared by Con- 
gress in (a). What stands out in bold relief, 
is that for cases in which excessive and dis- 
criminatory tax is plainly evidenced but 


%‘*‘No arbitrary temporal limitations can be 
provided to circumscribe the concept of ‘im: 
mediately prior to the base period’ for the pur- 
poses of section 722 (b) (4) in the case of 4 
business commenced or changed in character at 
such time. Nor does the fact that a taxpayer 
has commenced business or changed the char- 
acter of its business within one or two years 
prior to the hase period necessarily establish 
eligibility for #elief under section 722 (b) (4).” 
(Regulations 1 Pp. 136.) 

“& 
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pas. enumerations in the five subparagraphs, the the business of the taxpayer is of a class 
d aa remedy is not to amend the law through dis- in which excluded intangibles make impor- 
uired § torting but well-intended administrative con- tant contributions to income; yet there may 
rreas. struction, but to give the language of (a) its be cases where the major part of the income 
is 112 & full scope as definitely expressed. of the individual taxpayer results from the 
use of such intangible assets, although that 
may not be true of the class of business 
liately f Use of Income Method generally. So, too, for a taxpayer coming 
al cir- under (c) capital may not be an important 
would It may further be noted that in the three income-producing factor in its own business, 
e base § instances for which relief is provided in (c) ” although it may be in its class of business 
ted to the relief is confined to corporations which, generally. These cases seem to present as 
, page § because of the time of their organization, are clear grounds of relief as do those specif- 
not entitled to use the income method. In ically enumerated. 
nd ex-— man) cases, however, the corporation or one A perusal of the report of the Hearings 
on not p Of its constituents was in existence in the before the Joint Committee on Internal Rev- 
y cre- base period and therefore within the classi-  enye Taxation on February 5, 6 and 7, 1946, 
not bef fcation of corporations entitled in law to wil) show that the evidence of the thirty-one 
which f US¢ the income method of determining an witnesses and the thirty-seven statements 
| excess profits tax credit, but had, in fact, and exhibits submitted were devoted largely 
pect tof se ta'be negligible. ‘Clearly, of course, such *©,,tH€ discussion of the cases, apparently 
a tax- § ope ncaa ait elled esp the invested — a < section 725 (a) witch 
ved the Ml od st wrt preparer at dian: Gideon had been denied relief because they were not 
Sania ae become mic ime iat ch within the terms of the five subparagraphs 
aS soon . 7 is of a aa in which intan ible assets 44 sad + Se tase engeegne of (c). 
r might f wer tinrte Sef in invested a a tg oe aang ee: enneniee, — ~ ow 
sik Gill cas, 346 inten faeuamiee aaa a ties in the administration of Section 722 will 
“ eaell von chs , ip hich “tal j be met in large measure by giving subsection 
income orac ass 1n W 11Ck eapital is not an (a) its lawful scope. [The End] 
ge base important income-producing factor or in- 
normal ' vested capital is abnormally low, is as justly 1 There is no relief in such a situation under 
| of thef entitled to relief from an excessive and (b) (5), for there the qualifying fact is a factor 
usiness discriminatory tax as the corporation denied Sue ts bee Dae ee ee aiticulty 
usiness B the use of the income method because of the arises from an inadequacy of an invested capital 
ly prior— time of its organization. It might be added credit due to the exclusion of important intan- 
oleae gible assets from invested capital, the fact that 
2” Title 26, USCA, Internal Revenue Code, Sec- capital is not an important income-producing 
he pro-F tion 722 (c), p. 515. factor or is abnormally low. 
had oc- 
» period. ee 
to allowf 
t in the 
to meet 
onstruc- International Organizations Made Exempt 
pe The President has designated several organizations 
adie as public international organizations entitled to the 
: "Ce privileges, exemptions and immunities conferred by 
beim the International Organizations Immunities Act. They 
iC ’ . 
and dis- — 
sced bat 1. United Nations Educational, Scientific and Cul- 
sed tural Organization 
~’ ~*~ 2. International Civil Aviation Organization 
r the pur 3. International Telecommunication Union 
ee 4. Preparatory Commission for the International 
- taxpayer Refugee Organization and its successor, the 
the char International Refugee Organization. 
two years 
- establish 
| (b) (4).” 
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A New Approach in the Valuation 
of Corporate Good Will 


By LOUIS A. BOXLEITNER 


Member of the Ohio Bar and Attorney with the Tax Court 


NALYSIS of a recent Tax Court memor- 

andum opinion, Richard A. Hopping et al., 
suggests a new approach in determining the 
value of the good will of closely held cor- 
porations. In that case it was proved that 
a considerable part, but not all, of the busi- 
ness of a corporate enterprise was attribut- 
able directly to certain officer-stockholders. 
In concluding that the value of the corpo- 
rate good will was far less than the value 
determined by the Commissioner, the court 
recognized that the success of the business was 
due largely to the skill, ability, experience and 
business acquaintanceships of the officer-stock- 
holders, which personal characteristics did not 
constitute good will as an item of property of 
the corporation. The conclusion reached by 
the court suggests that in determining the 
value of corporate good will in cases of this 
nature, it might be appropriate to allocate 
the value of the good will of the corporate 
enterprise as a whole between the corpora- 
tion in the name of which the enterprise 
is conducted and the individuals associated 
with the enterprise who are directly and 
personally responsible for a considerable 
and identifiable part of the business. 

The Hopping case is of particular interest 
in the light of previous opinions of the Tax 
Court in similar cases. Heretofore, the Tax 
Court under similar circumstances has always 
found that either all or none of the good 
will of a corporate enterprise as a whole 
was attributable to the corporation. Com- 
pare D. K. MacDonald [CCH Dec. 13,898], 
3 TC 720, and Howard B. Lawton [CCH 
Dec. 15,161], 6 TC 1093, with Floyd W. 
Estes et al. [CCH Dec. 15,746(M)], TC 
memorandum opinion, April 21, 1947, on 


1 [CCH Dec. 15,868(M)] June 20, 1947. 
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appeal CCA-6, July 7, 1947. It is appro- 
priate, therefore, to examine in some detail 
the facts and law of each of these cases, 


Hopping Case 


Richard A. Hopping involved a corporation 
which had been incorporated in 1929 to take 
over and carry on a business engaged inf 
by a predecessor firm in the same general 
area for many years. Its business was the 
sale of a special kind of timber used in 
heavy construction work. It did not solicitf 
or enjoy the patronage of the general publicf 
No customers ever called at the company’sh 
office or yard, and nothing about the loca- 
tion of the office or yard attracted customers 
The two active officer-stockholders of the 
corporation were William C. Ripley, vice- 
president, and W. Frank Hopping, secre- 
tary-treasurer. These were the only two 
individuals connected with the company who 
were qualified by skill, knowledge and ex- 
perience to carry on the business. Eachf 
had a substantial personal following of cus- 
tomers who had special confidence in him 
and who would have followed him to another 
company as long as he could continue to 
give satisfactory service and prices. In each 
of the fiscal years 1939 and 1940, about 
fifty-five per cent of all of the business was 
traceable directly to the personal accounts 
of these two men. This percentage makes 
no allowance for other business that the 
enterprise would have been unable to handle 
were it not for their skill and ability. 


In 1941 the corporation was dissolved ané 
its assets were distributed to its commot 
shareholders, who continued the business 4! 
a partnership. Using the capitalization-of 
earnings method described in ARM 34, 
CB 31, the Commissioner determined tha 
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the corporation had good will valued at 
$109,384.60, which was distributed to the 
stockholders upon liquidation. The pro- 
ceeding before the Tax Court arose when 
the Commissioner determined deficiencies in 
1941 income taxes for various stockholders 
who had not included any amount for the 
value of good will in computing their re- 
spective capital gains upon the exchange of 
their stock for the capital assets.? The tax- 
payers contended before the Tax Court that 
the success of the corporation was depend- 
ent solely upon the personal qualifications 
and skill of Ripley and Hopping, and that 
the corporation had no good will at the 
time of dissolution. In the alternative—and 
this is important—they contended that the 
valuation determined by the Commissioner 
was excessive. Although it found that the 
success of this corporate enterprise was 
largely due to the skill, ability, experience 
and business acquaintanceships of these two 
individuals, which personal characteristics 
did not constitute good will as an item of 
property of the corporation, the court was 
of the opinion that the corporation had some 
good will in its own right. The court, 
therefore, sustained the taxpayers’ alterna- 
tive contention and determined a value of 
$10,000. The court was able to reach this 
conclusion only because the pleadings per- 
mitted a determination of a lesser value 
than that determined by the Commissioner 
and because the proof supported the alter- 
native contention by showing that the suc- 
cess of the business was due largely to the 
personal characteristics and attributes of 
the two individuals. 


Estes Case 


In the Estes case, supra, the corporation 
under consideration was engaged in the under- 
taking business. Its two principal officers 
were active in various fraternal, social, busi- 
ness and civic organizations of the city in 
which the business was located. Each officer 
had served as county coroner for many 
years. The court, in its opinion, noted that 
the wide acquaintanceship of these two men 
in the community and their recognized 
ability to conduct funerals probably had 
drawn customers to the business, and pointed 
out that “so much of the success of the 
business as is attributable solely to the per- 
sonal ability, attributes, or acquaintanceship 


2It might be noted, parenthetically, that the 
problem considered in this case is another one 
which may plague those who have succumbed 
to the temptation to dissolve closely held cor- 
porations and create family partnerships. See 
Howard B. Lawton, supra. 
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of the two men should not be considered 
in computing the value of any good will 
which may attach to the business and which 
could be transferred as a part of its assets.” 
The case before the Tax Court arose in the 
same fashion as did the Hopping case, but 
here the petitioners simply took the position 
that the customers of the enterprise were 
obtained solely by reason of the skill and 
personal attributes of the two principal officers 
and that absolutely no good will attached to 
the corporation as distinguished from those 
two individuals. The court found that the 
evidence as a whole did not support the 
petitioners’ contention, and concluded that 
“the business, as distinguished from the indi- 
viduals, possessed some good will at the time 
of the liquidation.” (Italics supplied.) The 
Court was then compelled to sustain the 
Commissioner’s determination in its entirety, 
for, as the court carefully pointed out, the 
taxpayers had not contended before it that 
there was good will of lesser value than 
that determined by the Commissioner and 
the record did not afford a proper basis for 
the determination of any other value. 


In view of the similarity of the factual 
situations in the two cases discussed above, 
it would seem that the same result might 
have been reached in both of them. How- 
ever, as indicated by the Estes opinion, the 
taxpayers’ approach in that case was such 
that the court could not consider whether 
the value of the corporation’s good will was 
anything less than the amount determined 
by the Commissioner. By a fatal weakness 
in their pleadings and proof, these taxpayers 
foreclosed themselves from receiving any 
relief. Their error was the adoption of an 
“all-or-nothing” attitude. The taxpayers’ 
approach in Richard A. Hopping et al., on 
the other hand, was that if all of the good 
will did not attach to the two individuals, 
at least the greater part did. This latter 
approach left the way open for the court 
to determine a lesser value than that deter- 
mined by the Commissioner. 


MacDonald and Lawton Cases 


The significance of the Hopping and Estes 
cases is perhaps more apparent when they 
are compared with two other recent Tax 
Court cases, D. K. MacDonald, supra, and 
Howard B. Lawton, supra. All of these 
cases involved somewhat similar factual sit- 
uations. A gentleman and his wife owned 
all of the stock of a corporation engaged 
principally in the insurance brokerage busi- 
ness in Seattle, Washington. Like the two 
principal officers in the Estes case, MacDonald 
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was very active in various civic and social 
organizations in his community and his 
acquaintanceship with businessmen and pro- 
spective customers was very broad. The 
court found that the development of the 
insurance business of the corporation was 
due primarily to MacDonald’s aggressive- 
ness and business ability, and that the busi- 
ness of the corporation was personal in its 
nature, depending largely on the relationship 
between MacDonald and the corporation’s 
customers. Upon this evidence, the court 
accepted the characterization suggested by 
one witness, that “Mr. MacDonald was the 
company,” and concluded that the corpora- 
tion as such had no good will. A similar 
result was reached in Howard B. Lawton, 
which involved the highly technical business 
of designing and manufacturing high-speed 
éutting tools, ninety-five per cent of which 
were special tools made according to cus- 
tomers’ specifications. Here, too, the court 
concluded that the corporation had no ascer- 
tainable good will at the date of its dissolu- 
tion, and pointed out that the business of 
the corporation was entirely dependent upon 
the high degree of personal skill and ability 
of the principal officer-stockholder and his 
two sons. It is apparent that in these two 
cases the proof was adequate to permit a 
determination that the corporate entity as 
such had no valuable good will of its own, 
whereas in Estes and Hopping the facts were 
not strong enough to support such a con- 
clusion. 


Allocation 


In cases such as Richard A. Hopping it 
would seem that a concept of allocation 
could be utilized to good advantage in as- 
certaining the true value of the corporation’s 
good will. The enterprise in that case was 
something more than a mere corporate en- 
tity engaged in pursuing a given line of 
business. In effect, it was a partnership do- 
ing business in corporate form, with the 
personal characteristics and abilities of the 
individual “partners” so embodied in the 
corporate framework as to make it almost 
impossible to separate corporate good will 
from “personal good will.” As already not- 
ed, good will does not attach to a business 
the success of which depends solely on the 
personal skill, ability, integrity or other per- 
sonal characteristics of the owner, and such 
personal characteristics do not constitute 
good will as an item of property of the cor- 
poration. (D. K. MacDonald, Richard A. 
Hopping, and Floyd W. Estes.) The problem, 
therefore, is to separate what might be called 
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the “personal good will” of the individuals, 
i, e., the personal business following which 
they have solely by reason of certain per- 
sonal characteristics such as skill and ex- 
perience, from the good will of the corpo- 
rate entity itself. If we regard the whole 
business in the Hopping case as an enter- 
prise consisting of the corpaqration with its 
tangible and intangible attributes plus the 
personal abilities, attributes and business 
following of the two owner-executives, it 
would seem appropriate to allocate the value 
of the good will of the enterprise as a whole 
between the corporate entity and the indi- 
viduals responsible for a considerable and 
ascertainable part of the day-to-day busi- 
ness, There are various methods of evalu- 
ating good will, and the value of the good 
will of the enterprise could be readily proved 
by one of these methods.* It would seem 
reasonable to say, then, that since a con- 
siderable and ascertainable part of the busi- 
ness of the enterprise was attributable di- 
rectly and solely to the two owner-execu- 
tives, the same proportionate part of the 
good will of the enterprise should be allo- 
cated to them. The good will of the cor- 
poration itself would be the amount left 
after subtracting from the value of the good 
will of the enterprise the amount allocable 
to the owner-executives. Such allocation 
would be in keeping with the aforementioned 
rule that ability, skill, experience, acquain- 
tanceships or other personal attributes do 
not constitute good will as an item of prop- 
erty of the corporation. By such allocation 
the rule would be respected and the true 
value of the corporate good will ascertained. 


In urging this allocation concept in a 
case, the pleadings and proof would have to 
be such as to permit its application. The 
pleadings in the Estes case would not have 
permitted the court to make any allocation 
between the corporation and the individuals, 
whereas in the MacDonald and Lawton cases 
the proof would not have permitted the 
application of the concept. It is believed 
that an allocation concept could have been 


3 For a discussion of the various methods of 
establishing the value of good will, see Mertens, 
Law of Federal Income Taxation, Sections 59.35 
to 59.44, inclusive. The capitalization-of-earn- 
ings method described in ARM 34, 2 CB 31, and 
in Mertens, has been widely used and in many 
respects appears to be the most satisfactory 
method. See Ushco Manufacturing Company v. 
Commissioner [45-2 ustc { 9434], 151 F. (2d) 821, 
and Howard B. Lawton, supra. Where this 
method is used, it would seem advisable, if 
possible, to supplement and substantiate it by 
expert opinion evidence. Great care should be 
exercised in proving each and every factor in- 
volved in the capitalization-of-earnings method. 
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| poration itself. 
> concept should be applied to the valuation 


urged with good effect in each of these cases 
had the pleadings and proof submitted to 
the court been different. 

The concept of allocation itself is not new, 
for it has been heretofore utilized by the 
Tax Court in other types of cases. See Max 
German [CCH Dec. 13,378], 2 TC 474, and 
Claire L. Canfield [CCH Dec. 15,414], 7 TC 
944. However, this concept has never been 
applied directly to the valuation of corpo- 
rate good will. The application of this con- 
cept should be limited to factual situations 
such as were found in the Hopping and Estes 
cases and to cases where the evidence clear- 
ly establishes that a considerable and ascer- 
tainable part of the business of a corporate 
enterprise is attributable directly and solely 
to one or more key individuals in the organi- 
zation, and a considerable part to the cor- 
It does not appear that the 


of the good will of a large corporate enter- 


» prise where no particular corporate officer 
or employee can be said to be responsible 


At the annual meeting of the National 
Association of State Chambers of Com- 
merce, held in Williamsburg, Virginia, 
on August 25, 1947, Chairman Walter 
Harnischfeger of the Subcommittee on 
Federal Expenditures reviewed the as- 
sociation’s campaign for placing an 
expenditure ceiling on the 1949 national 
budget. Some highlights from his ad- 
| dress are presented here: 


“Revenues to meet the present budget 
can only be acquired if the present ex- 
ceptionally high volume of business con- 
tinues to exist. This will not be the case. 
The function of government is not to 
manage our economy at fixed prices and 
wages but to manage our monetary and 
fiscal policies, including the public debt, 
and to create a climate favorable to busi- 
ness enterprise and high employment 
and at the same time avoid either infla- 
tion or deflation. The determination by 

| many politicians in Washington to fol- 
| low a managed economy definitely seems 
clear, and the lack of desire for a sound 
economy program and reduction of the 
debt and lowering of taxes is apparent. 
Even by the strictest economy program 
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solely and directly for any significant part 
of the business of the enterprise. 


It is true, of course, that none of the meth- 
ods discussed in Mertens, op. cit., for evalua- 
ting corporate good will, make any provision 
for allocating the value of good will be- 
tween the corporate entity and any individ- 
uals associated with it. It appears to the 
writer that in following these methods strictly, 
the value of the good will of the enterprise as 
a whole, rather than the value of the good 
will of the corporate entity itself, is ob- 
tained. Only by applying an allocation con- 
cept will the true value of corporate good 
will be separated from the value of what 
we have heretofore called “personal good 
will.” Neither the Tax Court nor any other 


court, in so far as can be determined, has 
applied an allocation concept in cases of the 
type herein discussed. All that can be said 
with respect to “authority” for the suggest- 
ed use of the concept, is that the result 
reached by the court in the Hopping case 
suggests the possibility. 


[The End] 









Relation of Spending and Revenue 


the budget would greatly exceed any 
peacetime year. When you consider that 
as late as 1933 our total federal expen- 
ditures amounted to only $5,143,000,000, 
[you] must recognize we have a long 
road ahead to get back to normal ex- 
penditures.” 


“The official estimate that we will have 
$4,700,000,000 surplus for this fiscal year 
does not, in my opinion, mean that the 
Administration is economy-minded. It 
is based on the continuation of a high 
tax structure on an economy which is 
expected to continue at peak production 
and high prices for the coming year.” 





“The danger of planning on the con- 
tinuation of the present-day volume of 
national income is obvious. If our na- 
tional income should tumble to the level 
of our highest prewar year, which was 
$80 billion during the year of 1929, our 
taxes would have to be increased to fifty 
cents on every dollar of income in order 
to provide sufficient revenue for the $3614 
billion budget presently considered rock 
bottom by the incumbent Administra- 
tion.” 


TAX ASPECTS 


of Intercompany Profits in Inventories 


By X. BENDER TANSILL 


NTERCOMPANY PROFITS in inven- 

tories arise in transactions between affli- 
ated corporations when one company in the 
affiliated group sells merchandise to another 
company in the same group at a price in 
excess of cost. Such profits may also 
arise where one company processes mer- 
chandise that belongs to another corpora- 
tion in the same affiliated group, returns the 
processed items and charges the other com- 
pany a fee over and above its costs for its 
services. When consolidated statements are 
prepared, good accounting requires that the 
intercompany profit contained in the com- 
bined figures be eliminated. Whether or 
not these intercompany profits in inventories 
are to be excluded in arriving at taxable 
income under the Internal Revenue Code, 
depends upon the type of federal tax return 
to be filed. If separate tax returns are filed 
by the affiliated group of corporations, no 
elimination is made for intercompany items 
as each corporation is treated as a separate 
entity and taxed accordingly. However, 
where a federal consolidated return is filed 
for a group of affiliated companies, the fed- 
eral Income Tax Regulations require that 
the intercompany profit or loss contained in 
the inventories be treated in a certain manner. 


Consolidated Returns 


The authority for the filing of a federal 
consolidated income tax return is contained 
in Section 141 of the Internal Revenue Code. 
Section 141 (a) explains to whom the privi- 
lege of making consolidated returns is ex- 
tended and Sections 141 (d) and 141 (e) 
define “affiliated group” and “includible cor- 
poration,” respectively. The important sec- 
tion of the Code, as far as consolidated 
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returns are concerned, is 141 (b). Because of 
its significance, it is quoted in full below: 


“Section 141 (b) REGULATIONS.—The Com- 


missioner, with the approval of the Secre- 
tary, shall prescribe such regulations as he 
may deem necessary in order that the tax 
liability of any affiliated group of corpora- 
tions making consolidated 


determined, computed, assessed, collected, 
and adjusted, in such manner as clearly to 
reflect the income-and excess-profits-tax lia- 
bility and the various factors necessary for 
the determination of such liability, and in 
order to prevent avoidance of such tax lia- 
bility. Such regulations shall prescribe the 
amount of the net operating loss deduction 
of each member of the group which is at- 
tributable to a deduction allowed for a tax- 
able year beginning in 1941 on account of 
property considered as destroyed or seized 
under section 127 (relating to war losses), 
and the allowance of the amount so pre- 
scribed as a deduction in computing the net 
income of the group shall not be limited by 
the amount of the net income of such mem- 
ber.” 


The wording of this section indicates that 
Congress gave to the Commissioner of In- 
ternal Revenue (with the approval of the 
Secretary of the Treasury) the right to 
“prescribe such regulations as he may deem 
necessary.” It is interesting to note that in 
connection with another important account- 
ing concept—inventories—Congress saw fit 
to allow the same right to the Commissioner. 
(Code Section 22 (c).) 

The regulations applying to intercompany 
profit in inventories may be found in Sec- 
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tions 23.39 (b) (1), (2) and (3) of Regula- 
tions 104 and Sections 33.39 (a), (b) and (c) 
of Regulations 110. Section 23.39 (b) (1), 
Regulations 104, corresponds to Section 
33.39 (a), Regulations 110, and so on. 


The first of these regulations (Section 
23.39 (b) (1)) refers to new affiliates, and 
states, in effect, that no adjustment is to 
be made to a new affiliate’s opening inven- 
tory, which is to be used in computing the 
consolidated net income: 


“If the income of an affiliated corporation 
is included in a consolidated return for the 
period immediately following the date upon 
which such corporation became a member 
of the affiliated group, the value of its open- 
ing inventory to be used in computing the 
consolidated net income shall be the proper 
value of the closing inventory used in com- 
puting its net income for the preceding 
taxable year.” 


The second of these regulations (Section 
23.39 (b) (2)) refers to the intercompany 
profit or loss included in the opening inven- 
tories of the first consolidated return, and 
states that where an affiliated group of 
companies which have been making sep- 
arate returns decide to make a consolidated 
return, the intercompany profit contained in 
the opening inventory of the first consoli- 
dated return is to be eliminated, thus sub- 
jecting it to a tax for a second time: 


“If a corporation which is a member of the 
affliated group for the first consolidated re- 
turn period was a member of the group in 
the preceding taxable year, the value of its 
opening inventory to be used in computing 
the consolidated net income for the first 
consolidated return period shall be the 
proper value of the closing inventory used 
in computing its net income for the preced- 
ing taxable year decreased in the amount of 
profits or increased in the amount of losses 
reflected in such inventory which arose in 
transactions between members of the affili- 
ated group and which have not been realized 
by the group through final transactions with 
persons other than members of the group.” 


Separate Returns 


The last of these regulations (Section 
23.39 (b) (3)) is concerned with the open- 
ing inventory of an affiliate in its first sep- 
arate return after the period when it was 
included in a consolidated return. This reg- 
ulation recognizes the fact that the opening 
inventory in a separate return after a con- 
solidated return period is not to be reduced 


Intercompany Profits in Inventories 


X. Bender Tansill 
The author is a certified public accountant 
of New York, New Jersey, Indiana and 
Michigan, associated with the auditing firm 
of Touche, Niven, Bailey and Smart. 


by intercompany profits. However, the 
amount of intercompany profits which may 
be included in the opening inventory may 


not exceed the amount of intercompany 
profits in the closing inventory for the first 
separate return year nor the amount of such 
profits eliminated, under Section 23.39 (b) 
(2), from the opening inventory of the 
consolidated return for the first consolidated 
return period. 

“If a corporation which was a member of 
an affiliated group in a consolidated return 
period makes or is required to make a sep- 
arate return for the succeeding taxable 
year, the value of its opening inventory to 
be used in computing its net income for 
such succeeding taxable year shall be the 
proper value of its closing inventory used 
in computing consolidated net income for 
the last consolidated return period increased 
in the amount of profits or decreased in the 
amount of losses eliminated in the com- 
putation of such inventory as profits or 
losses arising in transactions between’ mem- 
bers of the affiliated group, but in an amount 
not exceeding, in the case of profits, either 
the amount of profits arising from such 
intercompany transactions reflected in the 
closing inventory of such corporation for 
such succeeding taxable year or the amount 
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of such intercompany profits eliminated from 
its opening inventory for its first consolidated 
return period pursuant to the provisions 
of subparagraph (2) of this subsection, 
and not exceeding, in the case of losses, 
either the amount of losses arising from in- 
tercompany transactions reflected in the 
closing inventory for such corporation for 
such succeeding taxable year or the amount 
of such intercompany losses eliminated from 
its opening inventory for its first consol- 





Intercompany 
profit in opening 
inventory of 
first consolidated 
return 


$100 $200 
100 300 
200 300 
200 100 
300 100 
300 200 


Intercompany 
profit in closing 
inventory of 
last consolidated 
return 


idated return period pursuant to the provi- 
sions of subparagraph (2) of this subsection,” 


The above regulation as it now reads is 
the result of amendments set forth in T. D, 
5244, 1943 CB 439. 


To illustrate the limitations contained in 
this regulation, it may be well to consider 
a few hypothetical cases. If we assume the 
following facts, the tax mitigation effect, 
as it applies te income of the M Company, 
would be as shown below: 


Limitation of 
amount of inter- 
company profit 
includable in open- 
ing inventory of 
first separate return 
after consolidated 


Intercompany 
profit in closing 
inventory of first 
separate return 
after consolidated 

return period return period 


$300 $100 
200 100 
100 100 
300 100 
200 100 
100 100 





Note that the opening inventory of a com- 
pany making its first separate return after 
its income has been included in a consoli- 
dated return, is the “proper value of its 
closing inventory used in computing con- 
solidated net income for the last consolidated 
return period.” (Italics added.) The “proper 
value of its closing inventory used in com- 
puting consolidated net income” means the 
inventory value after the elimination of in- 
tercompany profit contained therein. We 
start, then, with the inventory figure con- 
taining no intercompany profit and adjust 
it upwards (increase) in an amount not to 
exceed the /east of the three factors shown 
in columns 2, 3 and 4, respectively. 


In the foregoing examples an intercom- 
pany profit in inventories is shown for the 
closing inventory of the first separate re- 
turn year immediately following the con- 
solidated return period. This is based on 
the assumption that the affiliated group con- 
tinued in existence. 


Lef us now review the case of a company 
that has left the affiliated group. A com- 
pany is disposed of, for instance. Because 
it is now outside the affiliated group, it will 
have no intercompany profit in its closing 
inventory for its first separate return after 
the consolidated return period. Accordingly, 
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from the wording of the regulations, this 
company would receive no tax benefit to 
offset the intercompany profit it had in its 
inventories in the first consolidated return, 
which was taxed a second time. 


A newly acquired company which joined 
an existing affiliated group of companies 
that filed consolidated returns, would have 
a basis of zero for its opening inventory for 
its first consolidated return period. Should 
this company make or be required to make 
a separate return for some future year, its 
opening inventory figure in its first separate 
return would be its closing inventory used 
in “computing consolidated net income” for 
the last consolidated return period, i. e, 
an inventory figure that included no inter- 
company profit. This is as it should be. 
Its intercompany profit in its closing in- 
ventory for its final consolidated return 
escaped taxation because it was eliminated 
in the consolidated return period; accord- 
ingly, this company should not benefit 
thereby. To illustrate, suppose Company A 
joined the XYZ group of affiliated compa- 
nies which were filing consolidated returns. 
This affiliated group—AXYZ—finally de- 
cide to file separate returns but to continue 
to be affiliated as in the past. Company 
A’s closing inventory in the final consoli- 
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dated return amounted to $50,000 and con- 
tained an intercompany profit of $10,000. It 
had an intercompany profit of $5,000 in its 
closing inventory for its first separate re- 
turn year. 


From the above, we find that Company 
A’s closing inventory used in “computing 
consolidated net income” was $40,000 ($50,000 
minus the intercompany profit of $10,000). 
Its opening inventory for its first separate 
return will be $40,000 plus the Jeast of the 
three limiting factors shown below: 


(a) Intercompany profit in its open- 
ing inventory for its first con- 
solidated return 


Intercompany profit in its clos- 
ing inventory for its last consoli- 
dated return 


(b) 


ic er SEE esi ue em $10,000 
Intercompany profit in its clos- 
ing inventory for its first separate 
return after the consolidated re- 


turn period $ 5,000 


Therefore, the opening inventory for its first 
separate return will be $40,000 plus (a) 
above, or zero; that is, it will be limited to 
$40,000. 


(c) 


From an accounting standpoint, ordinar- 
ily, it is not important to ascertain exactly 
where the elimination of intercompany profit 
in inventories is to take place, that is, in 
whose individual company figures the elimi- 
nation is to be reflected. The consolidated 
balance sheet and consolidated income state- 
ments are worksheet affairs, and the adjust- 
ing entries therein are never reflected on the 














Details 





Item that cost C $450 in C’s inventory 
Item that cost B $125 in B’s inventory 











Totals 


(a) 
(b) 















From an accounting standpoint, an entry 
would be made in the consolidated work- 
sheets, to eliminate the intercompany profit 
shown above, in this manner: 









Debit Credit 


Consolidated surplus 


To consolidated inventories 
For elimination of intercom- 
pany profit in inventories 





$140 







Intercompany Profits in Inventories 





Intercompany *Intercompany Total 
profit in profit in intercompany 
B’s sales A’s sales profit 

$90 $25 $115 (a) 
25 25 (b) 


$115 intercompany profit to be eliminated from C’s inventory 
$25 intercompany profit to be eliminated from B’s inventory 


books or in the accounts of the affiliated 
companies. The worksheet entry would 
merely charge consolidated surplus and 
credit (reduce) consolidated inventories. 
However, from the taxation standpoint, in 
the first consolidated return it is very im- 
portant to make the eliminations in supple- 
mental worksheets for tax purposes in such 
a way that the intercompany profit in the 
opening inventories of companies having 
title to them may be noted. This may entail 
quite an elaborate calculation as the inter- 
company profit may be pyramided through 
several intermediate companies. For ex- 
ample, in the case of Companies A, B and 
C, all of whom are affiliated, Company A 
might sell to Company B at a stepped-up 
price of twenty-five per cent and Company 
B, using the products from A and adding 
thereto, would sell to Company C at a 
mark-up of twenty-five per cent. C’s inven- 
tory would contain items on which an in- 
tercompany profit was earned by both B 
and A, and very likely B’s inventory would 
contain an intercompany profit earned by 
A. The following illustrates the situation: 
Company A sells two items that cost it $100 
apiece to B at an increase of twenty-five 
per cent on cost, or for $250. B, in turn, 
sells one of these items to C at an increase 
of twenty-five per cent on its cost of $360 
(cost to B of item it bought from A for 
$125 plus additional costs of $235 to B 
for other materials, labor, overhead, etc.) for 
$450. -At this point the intercompany profit 
in B’s and C’s inventories would be $140, 
made up as follows: 





















$50 $140 








If the companies of the affiliated group 
were filing separate income tax returns and 
had been doing so right along, no adjust- 
ments would be made in the tax working 
papers. However, if a consolidated return 
was being filed for the first time by the 
group, B’s tax working papers would note 
a $25 intercompany profit in its inventories 
and C’s would note a $115 intercompany 
profit. 
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Now let us turn to the next year’s opera- 
tions of these three companies: 

A, we find, sold its production of eight 
units, which cost it $100 apiece, to B for 
$1,000. B in turn sold to C the one unit it 
had in its opening inventory plus four more 
units, or five in all, at the same unit price 
as previously, $450. C during the year sold 





Details 


3 units that cost C $450 each in C’s inven- 
tory at end of second year 


4 units that cost B $125 each in B’s inven- 
tory at end of second year 


Totals 


three of its units at $600 each. C’s other 
costs were $50 a unit. At the end of the 
second year we find that B had on hand 
four units which it purchased from A at $125 
each, and C had three units which cost it 
$450 each. An analysis of the inventories 
at the end of the second year would be as 
follows: 


Total intercom- 
pany profit in 
A’s and B’s sales 
for second year 


Intercompany 
profit in 
B’s sales 


Intercompany 
profit in 
A’s sales 


$270 $ 75 $345 (a) 


100 100 (b) 


$270 $175 $445 


(a) $345 intercompany profit to be eliminated from C’s inventory 
(b) $100 intercompany profit to be eliminated from B’s inventory 


We further find that the group operated 
for a third year with the following results: 
A’s production of four units at a total cost 
of $400 was sold to B for $500; B’s pro- 
duction was four units, only three of which 
it sold to C on the same basis as heretofore, 
leaving it with an inventory of five units 
(containing an intercompany profit of $125); 

Company A 
Details $ Units $ 


Company B 


C sold all of its purchases from B plus all 


of its inventory on the same basis as in the § 
previous year and had no inventory on? 
From anf 
analysis of all the preceding facts it will 
be seen that the total profits by the com- f 


hand at the end of the year. 


panies for the three years in question were 
as follows: 


Total 
Units $ 


Company C 
Units $ 


ope! 
retu 
iting 
cont 
first 
opel 


Con 
i 


Plu 


Ist year 50 2 ‘ 90 1 
2nd year 200 8 450 5 
3rd year 100 4 270 3 


$350 14° $810 


140 
950 
970 


300 
600 


$900 


Totals ae 


1 Units sold by A (everything it produced). 


$2,060 


2? Units sold by B (B’s inventory at end of 3rd year, 5 units). 





The companies decided to file a consoli- 
dated return for their second year, and de- 
cided also to file separate returns for their 
third year. 

The return filed for the second year of 
the group’s existence, i.e., the consolidated 
return, showed the elimination of the inter- 
company profit from the opening inven- 
tories. This means that the intercompany 
profit of $140 ($90 of which was taxed to B 
in the first year and $50 of which was taxed 
to A) was omitted from the opening in- 
ventories in the cost-of-goods-sold compu- 
tation. This had the effect of reducing the 
cost of goods sold and increasing the profit, 
thereby subjecting the intercompany profit 
in inventories—$140—to a tax for a second 
time. 
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3 Units sold by C (C had no inventory on hand at end of 3rd year). 


Mitigation of Income 


Company B’s return on the separate ba- 
sis (to be filed for the third year of the 
company’s existence) would show an oper- 
ing inventory of $400—“the proper value oi 
its closing inventory used in ‘computing 
consolidated net income’ for the last con- 
solidated return period” increased by the 
least of (1) “the amount of profits elimi- 
nated in the computation of the closing 
inventory for the preceding year as profits 
arising in transactions between members of 
the affiliated group” ($100); (2) the amount 
of intercompany profits in the closing in- 
ventory of the first separate return after the 
consolidated return period ($125); or (3) 


the intercompany profit contained in its§ 
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140 
950 
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$2,060 
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| indefinitely. 
| file consolidated returns until a period of 


opening inventory for the first consolidated 
return ($25). The least of these three lim- 
iting factors is $25—the intercompany profit 
contained in the opening inventory for the 
first consolidated return. Accordingly, the 
opening inventory to be used by B in its 





first separate return after the consolidated 
return period would be $425 ($400 plus $25). 

The opening inventory to be used by 
Company C in its first separate return fol- 
lowing the consolidated return period would 
be $1,005, made up as follows: 


Company C’s closing inventory used in computing consolidated net 
income for the last consolidated return period ($1,350 less $345) 


Plus the lowest of: 


(1) the amount of intercompany profits eliminated in the compu- 
tation of the closing inventory for the last consolidated return 


(2) the amount of intercompany profits contained in the closing 
inventory of the first separate return after the consolidated 


return period 


(3) the amount of intercompany profit reflected in C’s opening 
inventory for the first consolidated return 





As Company A had no intercompany 
profit in any of its inventories (it had: inter- 
company profits in its sales only), no ad- 
justments would be made to any of its 
inventories either in the consolidated return 
or in its separate returns. All income 


' earned by Company A has been taxed, 


either to it in its two separate returns or 
to the consolidated group in the consoli- 


dated return. 


Company B’s intercompany profit in its 
opening inventory for the first consolidated 
return ($25) is less than either of its inter- 
company profits in its closing inventory for 
the consolidated return period ($100) or its 
closing inventory for the first separate re- 
turn after the consolidated return period 
($125). Therefore, there is no over-all dif- 
ference in its income position. 

Company C, however, receives no mitiga- 
tion against the intercompany profit in its 
opening inventory for the first consolidated 
return ($115) as its closing inventory for 
its first separate return after the consoli- 
dated return period contained no intercom- 
pany profit. 

At this point it might be well to review 
the reasons underlying the regulations in 
regard to the taxing of the intercompany 
profits in the opening inventories in the 
first consolidated return of an affiliated 
group of companies. Since the control of 
the operations and, therefore, the power to 
control the earnings are in the hands of the 
taxpayer, it would be possible for an affili- 


| ated group to defer the taxing of intercom- 


pany profits in a consolidated return 


The group would continue to 
low tax rates. Tax could be avoided during 


Intercompany Profits in Inventories 





high tax years. As affiliated corporations 
grow in size, their intercompany profits in 
inventories increase. Therefore, the inter- 
company profits in the closing inventories 
are generally greater than in the opening 
inventories. This has the effect of increas- 
ing the cost of goods sold over the years, 
which in turn decreases taxable profits. De- 
creasing the closing inventories through the 
elimination of a greater amount of inter- 
company profit naturally increases cost of 
sale. As taxpayers have the control of their 
intercompany profits in inventories, the 
Commissioner must see to it that there are 
no loopholes in the regulations on inter- 
company profits in inventories which would 
permit income to go untaxed. 


Assume that an affiliated group of com- 
panies which have filed separate returns 
now decides to file consolidated returns, At 
the close of its last separate return year 
Company H, one of the companies of the 
group, has an inventory of $1,000,000, which 
includes an intercompany profit of $200,000. 
If it were permitted to include the whole 
of this inventory—$1,000,000—as its open- 
ing inventory in the consolidated return, 
the cost of goods sold would be inflated 
because the intercompany profits in the 
closing inventory of the consolidated return 
would be eliminated. If its closing inven- 
tory contained $250,000 of intercompany 
profit in inventories, this amount would 
escape taxation that year as it is eliminated 
in the consolidated return. This reduces 
the closing inventories and increases the 
cost of goods sold, which in turn decreases 
income. 


In regard to the amount of intercompany 
profit in the closing inventory of the first 
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separate return after a consolidated return 
period, it must be remembered that here 
again the taxpayer and not the Commis- 
sioner has control. The warnings have 
been well posted. 

















































































$1,290—in other words, the combined in-f 
come of $2,060 less the intercompany profit} to the 
of $125 in Company B’s closing inventory§} 

for the third year. i 


From a tax standpoint, the taxable netf 




































It has been shown that the total income income would be as follows: Separate ref = 
of the group tor the three-year period, irre- turns filed for the first year showed income Is 
spective of intercompany adjustments, was  ,,. en 
$2,060, made up as follows: Company A, a 3r 
$350; Company B, $810 and Company C, Company A ............ $50 
$900. By years, the group showed the fol- Company B DO ae oa 90 
lowing profits in combined form: first year. Company C ............ 0 | 

ae | 2 To re 
~— — — ee pris —— Total taxable income in ad 

‘rom an accounting standpoint the affili- f aa 140 $140 clo 
ated group had a total consolidated net in- the first year  § " 
come of $1,935 for this three-year period: A consolidated return filed for the second 
first year, 0; second year, $645; third year, year showed income for: E To re 

de 
Company A ee Senne $200 pr 
Company B (book income). . Ace Man cie< eee $450 fo 
Add: Intercompany profit in opening inventory W 
(taxed to A in previous year) 25 1. 
Total awe Seo 
Deduct: Intercompany profit in closing inventory. .. 100 375 *Nc 
B tad 
Company C (book mconie) .. .. 2.6 sccccsvacuees. m 
Add: Intercompany profit in opening inventory 
(taxed in previous year to A, $25; to B, $90) Tax 
Total 41 TI 
Deduct: Intercompany profit in closing inventory 34! 70 inve! 
a gr 
Taxable income per consolidated return............ $645 645 been 

Separate returns filed for the third year a 

showed income for: This 

Company A ee eee eee $100 n tl 

Company B (book income) ............... ones Ow S] 

Add: Intercompany profit in closing inventory of see 

previous year—consolidated return 100 iit 

es _ $370 ae 

Deduct: Intercompany profit in opening inventory ne 

of first consolidated réturn’................... a een 

whe 

Company C (book income) Beet Pictaraonie trah $600 al 

Add: Intercompany profit in closing inventory of am 

previous year—consolidated return. 345 wei 

: cel 

Total ioe, oe the 

Deduct: Intercompany profit in closing inventory dew 

of first separate return after consolidated return los 

NY © casei cas dal eas srariurodauyd sy aie ea aac ae 0 945 1,3¢0 sii 

for 

Combined taxable income for the group for the three-year period $2,175 hay 

Reconciliation: Deduct amount of mitigation of income lost to C........ 115 tin 

que 

Total of combined book income shown previously............... Pre cor 

1 Lowest of the three factors for Company B. 
2 Lowest factor for Company C. 
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} to the consolidated income on an accounting basis and to the taxable net income: 
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income} 


$140 


second § 
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A recapitulation follows, showing the relation of the book income on a separate basis 


Book income 
on separate 
company basis 
$ 140 

950 


Totals 
To reconcile to book income: 
add intercompany profit in B’s 
closing inventory for third year 


© To reconcile to book income: 


deduct amount of intercompany 
profit in C’s opening inventory 
for first consolidated return upon 
which there is no mitigation— 
i.e., this amount is taxed twice 


Consolidated 
net income on net 
accounting basis income * 
0 $ 140 
$ 645 645 
1,290 1,390 


Taxable 


$1,935 $2,175 


125 


$2,060 


115 


$2,060 


*No adjustments have been made for unallowable deductions, such as federal income 
taxes, etc., in order that illustrations used may not become too involved. 





) Tax Mitigation 


The intercompany profit in the opening 


) inventory of the first consolidated return of 


a group of affliated companies which have 
been filing separate returns is taxed twice 
—once to the selling company and once to 
the company having title to the inventory. 
This has been demonstrated several times 
in the above illustrations. 


Should the affiliated group decide to file 
separate returns in some future year, under 
certain conditions this intercompany profit 
in the opening inventory of the first con- 
solidated return may remain double taxed, 
eg., the case of Company C above. In 
periods of declining tax rates—e.g., 1946, 
when the excess profits tax was repealed as 
of the beginning of the year—very serious 
tax consequences may result. It takes no 
serious stretch of the imagination to con- 
ceive of a situation in which a company in 
the ninety-five per cent excess profits bracket 
during a consolidated return period, having 
lost the mitigation of any part of the inter- 
company profits in its opening inventory 
for the first consolidated return period and 
having to file a separate return for the first 
time in 1946, might find the tax conse- 
quences disastrous. In such an event this 
company might find the intercompany profit 
in the top bracket income would be subject 
to an excess profits tax of 85% per cent plus 


_ Intercompany Profits in Inventories 


normal tax and surtax at forty per cent on 
the balance represented in the difference 
between adjusted net income and adjusted 
excess profits net income. Even where the 
total mitigation of income occurs, as in the 
case of Company B above, differences in tax 
rates, from the time the intercompany profit 
was taxed in the first consolidated return 
until the time of mitigation in the first 
separate return after the consolidated re- 
turn period, might be so great as to have 
a serious effect on the company’s income. 
For instance, consider the case where the 
intercompany profit in the opening inven- 
tory of Y Company for the first consoli- 
dated return of XYZ during 1944 was 
$100,000 and the tax rate the eighty per cent 
limitation. Y Company had the same 
amount of intercompany profit in its clos- 
ing inventory for 1945, the last year it was 
included in a consolidated return, and it 
also had this same amount in its closing 
inventory for its first separate return in 
1946. The tax on the intercompany profit 
in its opening inventory for the first con- 
solidated return after separate returns was 
$72,000 ($100,000 x 80% — 10%). The tax 
mitigation on coming out of the consoli- 
dated return period would be only $38,000 
($100,000 x 38%). From this illustration 
it will be seen that Y Company would be 
taxed $34,000 although it had no over-all 
increase in its income. 
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View of Courts 


The Tax Court, in the case of Singer Sew- 
ing Machine Company [CCH Dec. 14,772], 
5 TC 851(NA), ruled that the first separate 
return of the taxpayer after a period for 
which consolidated returns had been filed 
with affiliates must include an opening in- 
ventory adjustment downward by the 
amount of gain not recognized during the 
time consolidated returns were being filed. 
The Tax Court’s decision was affirmed on 
appeal by the Circuit Court of Appeals for 
the Third -Circuit [47-1 ustc $9147], on 
January 30, 1947. The Circuit Court ruled 
that “the decisions of the Tax Court are 
now affirmed upon the opinion of Judge 
Murdock.” 


In this case the taxpayer filed consoli- 
dated returns for the years 1918 through 
1933. (Consolidated returns were not per- 
mitted by statute for the years 1934 through 
1939, inclusive, except for certain railroad 
corporations.) The valuation of the tax- 
payer’s opening inventory in its first sepa- 
rate return (1934) after the consolidated 
return period was disputed by the Commis- 
sioner. Pertinent passages of the Tax 
Court’s opinion in the Singer case are pre- 
sented herewith: 


“Congress authorized the Commissioner 
to promulgate regulations in regard to con- 
solidated returns to cause income to be 
clearly reflected and to prevent the avoid- 
ance of tax. Those filing consolidated re- 
turns were deemed to have consented to 
the regulations in so far as they were not 
inconsistent with the act... . Those regula- 
tions have differentiated somewhat between 
property generally and that which is inven- 
toried. They provided that the opening 
inventory for the first separate return after 
consolidated returns shall be ‘the proper 
value of the closing inventory’ used in com- 
puting consolidated income on the last con- 
solidated return. ... It has been held that 
these regulations authorize an adjustment to 
the opening inventory for the first separate 
return to prevent the avoidance of tax re- 
sulting from any previous elimination of 
intercompany profits of the affiliate which 
brought goods into the group during the 
consolidated return period. Bostonian Na- 
tional Shoe Stores, Inc. [CCH Dec. 10,598], 
39 BTA 444; Tung Sol Lamp Works, Inc. v. 
United States [43-1 ustc J 9202], U. S. Dist. 
Ct., S. Dist. New York, December 7, 1942; 
Magnolia Petroleum Co. v. Thomas [45-1 ustc 
7 9146], U. S. Dist. Ct., N. Dist. Texas, 
October 4, 1944. See also section 113(a) 
(11), Revenue Act of 1934, which provides 
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that the basis after affiliation of property loss | 
acquired during affiliation shall be deter-f nated 
mined in accordance with the regulations—§ Th 
‘without regard to intercompany transac-f jnven 
tions in respect of which gain . . . was not rec-B tory 
ognized.’ The implication is clear that nof turn 
adjustment should be made for intercom. apply 
pany transactions in respect of which gain§ Josse 
has been recognized. The unrecognized> perec 
gain in this case was $2,325,015.68 and wef josse 
have adjusted the petitioner’s opening in-f v 
ventory accordingly. The statute and regu.f wide 
lations require that and no more. This is lity 2 
now clearly spelled out in later regulations, | ney 
See Regulations 104, sec. 23.39(b) (3).” ee 
5 using 

Minority Interest — 
valu 

Minority interests are not considered> lowe 
where taxes are concerned. Taxing authori- § marl 
ties always lump together majority and mi-§S fo 
nority interests and tax them as one. woul 


tory 
to cc 

If 
) ther 
in in 
$900 


inve 


From an accounting standpoint, there 
seem to be two schools of thought. One 
group of authorities endeavors to segregate J 
the minority interest in inventory profits 
in intercompany transactions, and_ holds 
that the amount so segregated should bef 
treated as realized. The other group elimi- 


nates the total intercompany profit in in- § of $ 
ventories against the consolidated surplus § $200 
of the majority. (Kester, Advanced Account- § ther 
ing, Ronald Press Company, New York, § by < 
1946, page 610.) side 
M 
: . are 
Intercompany Losses in Inventories no 
There may be intercompany losses in § bec 
inventories. Heretofore, reference has been § "0" 
made only to the intercompany profits in § Whi 
inventories. If you refer back to Section J 2 
23.39(b)(2), you will note that “the value 
of its opening inventory to be used: in com- Me 
puting the consolidated net income for the 
first consolidated return period shall be the F 
proper value of the closing inventory used F ent 
* computing its net income for the pre- — con 
-eding taxable year . . . increased in the  rec¢ 
amount of losses reflected in such inven- — on 
tory.” que 
An example of this is in the case of affili- § We 
ated companies S and T. S may sell its — st 
merchandise to T at ten per cent below cost. — Ven 
In that event, in the first consolidated re- § ©°S 
turn filed by them the value of T’s opening — "¢ 
inventory would be increased to eliminate f 4" 
the ten per cent reduction in cost. For ex- f In 
ample, S sells an item which cost it $1,000 F ™4 
to T for $900. There is an intercompany — GC 
loss of $100 in T’s inventory. Since this B reg 
Int 


roperty 
deter- 


ilations 
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and we 
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loss has not been realized, it is to be elimi- 
nated. 

The limitations on intercompany profit in 
inventories in regard to the opening inven- 
tory of an affiliate in its first separate re- 
turn after a consolidated return period 
apply with equal force to intercompany 
losses in inventories. It will be remem- 
bered that Section 23.39(b)(3) referred to 


losses as well as profits. 


Losses may be sustained, although not 


*P realized, where the inventory valuation used 


lations. § ever is lower.” This holds true for taxes as 


) well as for good accounting. To illustrate, 
using the example of Companies S and T 
P referred to above, assume that T uses the 
\ valuation of “cost or market, whichever is 
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by a company is “cost or market, which- 


lower,” for its inventories and that the 


> market value of the item it purchased from 


S for $900 was actually only $900. There 
would be no intercompany loss in T’s inven- 
tory since it has marked down its inventory 
to conform to its inventory valuation policy. 


If the market value of the item was $950, 


‘there still would be an intercompany loss 


in inventories of $50, the difference between 
$900 (the cost to T) and $950, the proper 
inventory value of the item. A market value 
of $800 for the item would sustain a loss of 
$200, $100 each for S and T, although 


' there has been no actual realization thereof 


by a sale of the item to a third party out- 


| side the affiliated group. 


Many interesting angles to this problem 
are possible. The above illustrations are 
good accounting theory, in my opinion, 
because they embody the use of the valua- 
tion “cost or market, whichever is lower,” 
which is an acceptable basis both for good 
accounting and good tax practice. 


Methods of Accounting 


Frequently affiliated companies use differ- 
ent bases in reporting their incomes. One 
company in a group may be on the cash 
receipts and disbursements basis and another 
on an accrual basis. When we come to the 
question of inventory valuations by affiliates, 
we may run the gamut of differences. For 
instance, one company might value its in- 
ventories at cost; another, on the basis of 
cost or market, whichever is lower. Or 
one company might use average cost; 
another, first-in-first-out; and a third, LIFO. 
In some instances a valuation of market 
may be used. 


Good tax practice, as approved by the 


;Tegulations, recognizes the two main bases, 
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cost and cost or market, whichever is 
lower. First-in-first-out is the generally 
accepted tax method for applying cost or cost 
or market, whichever is lower, although 
LIFO may be used if permission is secured 
from the Commissioner. Many corpora- 
tions use hybrid methods which include a 
mixture of average cost and first-in-first- 
out. This is not acceptable as good tax 
practice. The average-cost method, as a 
rule, is not acceptable as a proper basis for 
the valuation of inventories for tax pur- 
poses. An exception is found in the tobacco 
industry. 


Where two different acceptable bases for 
tax purposes are used by different affiliated 
companies, they will be required, should 
they desire to file a consolidated return, 
to do one of two things. They must either 
make their bases conform—that is, the sub- 
sidiary companies must change their in- 
ventory valuation base to that used by the 
parent company—or secure the consent of 
the Commissioner in accordance with the 
provisions of Section 23.44 (b), Regulations 
104. The text of this regulation follows: 


“For the purpose of determining consoli- 
dated net income, if the members of an 
affiliated group have established different 
methods of accounting, each member may 
retain such method with the consent of the 
Commissioner, provided that the consoli- 
dated net income is clearly reflected, and 
provided further that intercompany trans- 
actions affecting consolidated net income 
between members of the group shall be 
eliminated and adjustments on account of 
such transactions shall be made with refer- 
ence to a uniform method of accounting, to 
be selected by the members of the group 
with the consent of the Commissioner.” 


The privilege of filing consolidated re- 
turns having been exercised, the taxpayer 
must continue to file them for subsequent 
years unless certain specified events occur 
later. (Section 23.11 (a), Regulations 104.) 
In this connection it is well to note that cor- 
porations filing a consolidated return must 
consent to all the regulations prescribed 
prior to the last day dictated by law for 
filing the consolidated income tax return. 
(Sec. 23.141 (a).) 


Allocation of Consolidated Tax 


In certain circumstances the allocation of 
the consolidated tax among the members 
of an affiliated group of corporations which 
filed a consolidated return may not be on 
the basis commonly used by the group. 
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The method of allocation of taxes on con- 
solidated basis to the members of an af- 
filiated group to determine earnings and 
profits for income tax purposes has been 
set forth in I. T. 3692, 1944 CB 261, which 
amplified I. T. 3637, 1944 CB 258: 


“For the purpose of determining the 
earnings and profits of each member of an 
affiliated group of corporations for the tax- 
able year 1942 and subsequent years in 
order to ascertain the amount of earnings 
and profits of each member of the group 
which is available for dividends, the con- 
solidated income tax (line 41, page 1, Form 
1120) should be apportioned between the 
members of the group in accordance with 
the ratio of that portion of the consolidated 
normal-tax net income attributable to each 
member of the affiliated group to the con- 
solidated normal-tax net income (line 40, 
page 1, Form 1120), leaving out of con- 
sideration any member of the group having 
no net income.” 


The above ruling has been cited merely 
to show that for purposes of the above 
allocation the income of the individual mem- 
bers of a group of affiliated companies is 
reduced by the amount of the intercompany 
profits in their inventories or increased by 
the amount of the intercompany losses in 
their inventories. In other words, this 
allocation is not based on the book net 
income of each individual company. Fur- 
thermore, companies having losses are dis- 
regarded. 


Conclusion 


During the period in which excess profit; 
taxes were assessed, consolidated returns 
were few. One government official, in an 
address before a group of tax executives 
in the autumn of 1946, stated that only 
ninety corporations, according to the lates 
figures he had, were filing federal consoli. 
dated returns. 
porations in this country. 
larger ones have affiliates. From the above 
statistics it would appear that the cost oj 
exercising the privilege of filing consoli- 


dated returns has been too severe for mostf 
By cost, I mean the cost inf 


corporations. 
added taxes resulting from the two per cent 


differential in surtax, the allowance of only 
one exemption for excess profits tax pur-p 
poses, the requirement to file consolidated 


returns in the future, and so on. The dis- 
advantages outweigh the advantages. Most 
of the larger corporations prepare consoli- 
dated statements for their stockholders and 
for the Securities and Exchange Commis. 
sion, 


available. 


Could it be that the tax aspects of inter-] 


company profits in inventories also in- 
fluenced management in its decision to 
avoid exercising the privilege of filing con- 
solidated returns? 


[The End] 


—$$ $$$ ————__— 


Study on Gift, Estate and Income Taxes 


The Treasury Department has issued a study en- 
titled “Federal Estate and Gift Taxes: A Proposal for 
Integration and for Correlation with the Income Tax.” 
Several major changes in the present law are proposed, 


including: 


(1) Elimination of the gift and estate taxes in favor 


of a single transfer tax. 


(2) Establishment of a single taxable event for both 
the income and transfer tax. 

(3) Adoption of a system which would apportion 
the income tax of a grantor on trust income between the 


grantor and the trust. 


(4) Adoption of a method during the transition 
period which would apply the new rules to existing 
transfers in an equitable manner. 
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Tax Considerations 


Involved in a 


HE steadily increasing flow of indi- 
viduals and their families, taking with 
them substantial personal fortunes, from 
common-law states to the rapidly increas- 


| ing number of community property states,’ 


especially to those in the Southwest, Pacific 
Coast and Northwest, has emphasized the 
necessity of properly analyzing the im- 
portant income and estate tax problems 
presented in such a move.” 


It is the purpose of this article to discuss 


| these problems briefly for the benefit of 


attorneys 


reprgsenting such individuals 
since, if 


the problems are given timely 
analysis, they can be resolved to the ad- 
vantage of clients.2 These problems will 
be considered both as to the individual in- 
come tax position and the individual estate 


1 The eight original community property states 
were Arizona, California, Idaho, Louisiana, 
Nevada, New Mexico, Texas and Washington. 
In addition, since 1945, Oklahoma, Oregon, Ha- 
waii, Nebraska, Michigan and Pennsylvania have 
enacted community property laws, bringing the 
present total to fourteen. Bills for that purpose 
are also now pending before the Alabama, New 
Hampshire, Wisconsin and Illinois legislatures, 
and Rhode Island has set up a committee to 
study the question. The pressure to follow suit 
in the states adjoining these present and newly 
created community property systems is increas- 
ing and may prove irresistible. 

* While the migration of corporations to these 
States also presents important tax problems, 
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By 
GEORGE E. RAY 
and 


OLIVER W. HAMMONDS 


a 


tax position. Because Illinois is a repre- 
sentative common-law state and Texas a 
representative community property state, 
we shall refer to these two as typical for 
purposes of this discussion. 


The primary consideration involved in 
changing one’s domicile from Illinois to 
Texas in relation to his individual income 
tax position is the effect of the community 
property law of Texas upon his federal in- 
come tax, neither Texas nor Illinois having 
state income tax laws, 

To the extent that the 
individual and his wife is not otherwise 
divisible, it is to his advantage that as 
much as possible of his income be treated 
as community income in order to benefit 
from the lower tax rates.* Of course, the 


income of the 


consideration is here confined to those of indi- 
viduals. Of course, a converse movement of in- 
dividuals and corporations necessarily raises 
important tax problems, too; but these are not 
as acute as those here considered. Problems 
other than those pertaining to taxes are also 
presented, but will not be discussed here. 

3It is, of course, desirable, if possible, that 
these problems be considered prior to the effec- 
tive date of the change of domicile or, failing 
that, as early thereafter as practicable. 

4For example, the savings effected thereby 
would be $1,216 on a taxable income of $16,000 
and $2,622 on a taxable income of $24,000. 








perfect tax situation is, insofar as practical, 
for the individual’s income to be divided 
equally between his wife and himself. 

For federal tax purposes, an individual’s 
income which is both earned by and paid to 
him after the effective date of the change of 
his domicile from Illinois to Texas will 
be reported as community income, one half 
to his wife and one half to him. Wrights- 
man v. Commissioner [40-1 ustc J 9377], 111 
F. (2d) 227 (CCA-5, 1940). Any earnings 
accrued thereafter may be clearly identified 
as community income. 


Income from the individual’s separate 
property, as well as that from any separate 
property of his wife, will also be treated as 
community income, for federal tax purposes, 
after the removal of his domicile to Texas. 
By postponing income-realizing transac- 
tions until after his domicile is changed, he 
may secure the benefits of the community 
income rates. Capital gain from separate 
properties will be reported thereafter as 
separate income of the owner and, depend- 
ing on how the ownership is divided as 
between husband and wife, may result in 
reducing his income. See Merten’s Law of 
Federal Income Taxation, Section 19.36. 


It is, therefore, most important that the 
separate properties of the husband, as dis- 
tinguished from those of his wife, be clearly 
identified at the time of the change of 
domicile to Texas. Thereafter, these prop- 
erties should be properly and clearly ac- 
counted for through proper books, separate 
bank accounts and other records, so that 
income and gain from income may be clear- 
ly identified as separate or community 
property. 


Estate Tax Consequences 


The effect of the change of domicile on 
the individual’s estate tax position will be 
considered under two headings: (1) the 
effect of the community property law and 
(2) the problem of double taxation.’ 

The Revenue Act of 1942 amended Sec- 
tion 811 (e) (2) of the Internal Revenue 
Code, so as to require the inclusion in the 
gross estate of the spouse first to die all 
property “held as community property by 
the decedent and the surviving spouse... 
except such part thereof as may be shown 





5 Discussion is here confined to the problem 
of double estate tax since, while the states may 
have the power to impose a double income tax 
as well as a double estate tax, the former has 
not as yet presented a serious problem. Cf. 
Justice Jackson’s dissenting opinion in State 
Tax Commission of Utah v. Aldrich, 316 U. S. 
174, at p. 200-201; 62 S. Ct. 1008, at p. 1021. 
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to have been derived” from separate prop- 
erty or earnings of the surviving spouse. 
The Internal Revenue Code operates to im. 
pose a second tax on the vested one-half 
interest of the surviving spouse in the com. 
munity property if the surviving spouse dies 
more than five years after the death of the 
other,® even though the entire community 
property has been taxed previously under the 
provisions of Section 811 (e) (2). Although 
the entire community property is included 
in the gross estate, technically only one half 
of the community debts are deductible in de- 
termining the taxable net estate. Lang », 
Commissioner [38-2 ustc J 9403], 97 F. (2d) 
867 (CCA-9, 1938). Upon a later disposition 
of the one half of the community vested in 
the surviving spouse, the basis for computing 
gain or loss is the cost to the community 
rather than the fair market value at the date 
of the death of the deceased spouse, upon 
which value the estate tax is computed. JI. T, 
3808, 1946-2 CB 58; cf. Estate of James T. 


Waters [CCH Dec. 13,788], 3 TC 407 (1944), ; 


Thus, substantial double tax burdens are 
imposed upon the community estate under 


the present provisions of the Internal 
Revenue Code. 
Under the community property law of 


Texas the presumption is that all property 
owned by the spouses at the time of death 


onbuaee ae 


is community property, except that which | 


can be specifically traced and identified as 
being the separate property of one of the 
spouses. Consequently, to avoid the inclu- 
sion of the entire community property anda 
possible later second tax on the wife’s half 
of this same property (an effective tax of 
150 per cent), as well as the other addi- 
tional double tax burdens noted above, and 
to take advantage of income tax savings, 
it is essential that, subject to possible future 
changes in the law, appropriate steps be 
taken at the earliest possible date to identi- 
fy and segregate the separate properties of 
the husband and wife prior to their removal 
to Texas. A system of records should then 
be established and maintained to permit the 
definite tracing of the income, proceeds and 
gains from such properties as separate or 
community property. 

The desired segregation and identification 
of the separate properties of each spouse will 
require a detailed inventory and analysis 





¢ Technically, under Section 812(c) the second 
tax could be imposed where the surviving spouse 
dies within five years of the death of her hus- 
band; however, the present practice of the 
Treasury is not to impose the second tax in that 
event. As this practice is subject to change, it 
is, of course, hazardous to rely on it. 
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of the assets presently included in their 
holdings. When this has been done, a de- 
termination can be made under the applica- 
ble Illinois law (23 Texas Jurisprudence, 
Section 117; Mertens, op. cit., Section 19.35) 
as to what portion of the holdings, if any, 
may be considered separate property of the 
husband and what portion is separate prop- 
erty of the wife. 

As previously mentioned, it would be de- 
sirable to have one half of the family assets 
owned as separate property by the wife and 
one half by the husband. To the extent 
that an analysis of the facts does not afford 
a basis for the desired segregation of the 
assets, this would be possible by appropri- 
ate conveyance to divide them. See 4Ar- 
liskas v. Arliskas, 175 N. E. 6; 343 Ill. 112 
(1931). The creation of a tenancy in com- 
mon would also achieve the same result. 
See ‘Treasury Regulations 105, Section 
81.22. Of course, a gift tax would have to 
be paid;* but that is appreciably cheaper 
than a single, and possibly a double, estate 
tax. 


What has been said thus far is predicated 
upon the law as it stands today. However, 
as has been indicated in the newspapers and 
periodicals for several months, Congress is 
devoting considerable attention to the adop- 
tion of some plan whereby married couples 
in all states will be permitted to split their 
income equally between them for federal 
income tax purposes. It now appears like- 
ly that some such plan will be adopted by 
Congress in 1948. 

The program outlined for dividing the 
property of the husband and wife must be 
carefully considered, therefore, in light of 
the effect of a federal income tax amend- 
ment in 1948 providing for the “splitting 
of incomes.” It may even be that it will 
be desirable for the individual to delay 
transferring his domicile to Texas and thus 
precipitating a decision on the matters dis- 
cussed above until he sees what precise 
federal income tax changes develop in 1948. 
Moreover, it is possible that Illinois may 
join the parade of states adopting their own 
community property laws prior to 1948. 
If this occurs, it might be necessary for the 
individual to anticipate: such action and, 
subject to the consideration of the expected 
change in the federal income tax in 1948, 
ready himself for the community property 
Status so provided, and the resulting tax 





‘But cf. Morehead, ‘‘Tax Problems in the 
Operation and Sale of Real Estate,’’ TAXES— 
The Tax Magazine, June, 1947, p. 513, at p. 515. 

5A bill to that effect is now pending in the 
Illinois legislature. 
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implications, just as if he were acquiring 
that status by removal of his domicile to 
Texas. In any event, his next step must 
be carefully considered in relation to the 
likelihaod of the effect of these possible 
future state and federal legislative develop- 
ments, as well as in the light of his par- 
ticular circumstances. 


Double Taxation 


In the event that the individual’s change 
in domicile does not place him in the posi- 
tion of paying a double or multiple state 
inheritance tax, then, from the standpoint 
of inheritance tax, his removal to Texas 
should prove of substantial advantage to 
him in view of the fact that the rates of the 
Illinois inheritance tax are substantially 
higher than those of the Texas inheritance 
tax. 


There is, however, a possibility of a 
double inheritance tax, as well as the addi- 
tional expense of ancillary administration. 
Where the place of deposit of property such 
as stocks and bonds is outside the state 
in which the decedent resides, and where the 
securities represent an interest in an entity 
in another state, such property may be sub- 
jected to a double or multiple inheritance tax, 
as well as to ancillary administration and 
resulting additional administration fees.® 
Greenough v. Tax Assessors of City of New- 
port, 67 S. Ct. 1400 (1947); Graves v. 
Schmidlapp, 315 U. S. 657 (1942); State of 
Texas v. State of Florida, 306 U. S. 398 
(1939). 

The only absolutely certain method where- 
by the individual could avoid this tax would 
be, prior to his death, to rid his estate 
by sale, by gift in domestic trust, or other- 
wise, of all his tangibles and intangibles 
with a legal situs outside Texas. While 
Illinois and Texas and all but two other 
jurisdictions ® now provide by statute for 
reciprocal tax exemption of tangible and 
intangible property in “nonresident” estates, 
such statutes merely minimize the multiple 
tax problem and still leave the determina- 
tion of the state of residence for possible 
litigation between the states. See State 
of Texas v. State of Florida, supra; Green- 


ough v. Tax Assessors of City of Newport, 
supra.™ 

To preclude a conflict over the actual loca- 
tion of the individual’s residence, it will be 
necessary for him to make it perfectly clear, 
by his conduct and all outward manifestations 
and otherwise, that he has planted his home, 
in the fullest sense of that word, in Texas, 
and has abandoned his prior home in Illinois, 
See 53 Harvard Law Review 68, at 81. 


In determining what is a person’s home 
for domiciliary purposes,” the Supreme 
Court, in State of Texas v. State of Florida, 
supra, refers to the following tests as in- 
dicative : 


(1) Its physical characteristics. 

(2) The time he spends therein. 

(3) The things he does therein. 

(4) The persons and things therein. 

(5) His mental attitude toward the place. 
(6) His intentions, when absent, to re- 

turn to the place. 
(7) Elements of other dwelling places of 


the person concerned. 


It is apparent from the foregoing that de- 
tailed consideration and attention must be 
given, in the light of the facts in the par- 
ticular case, to make certain, insofar as 
possible, that the threat of a double, or even 
multiple, inheritance tax on tangibles is 
removed. 


Conclusion 


The foregoing will suffice to point up the 
important income, estate and inheritance 
tax problems involved in a change of 
domicile. Necessarily, a more detailed con- 
sideration and definite solution must await 
analysis of the inventory of assets in the 
individual estate. 


The problems in relation to a change of 
domicile are closely interwoven with the 
problems of planning distribution of an 
individual’s estate at death. Consequently, 
a consideration of the domicile problems 
should be tied into the consideration of the 
factors involved in a planned disposition of 
the estate at death. 

[The End] 





®* While real property probably could be con- 
stitutionally subjected to an inheritance tax by 
the jurisdiction where it is located, as well as 
by that of the owner’s domicile, generally it is 
taxed only by the former. The additional ex- 
pense of ancillary administration is involved in 
such a case, however. 

10 North Carolina and the District of Columbia. 
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11 Any tangibles or intangibles he might pos- 
sess which have their legal situs in the District 
of Columbia or North Carolina could be taxed 
by these jurisdictions and would, therefore, pre- 
sent the multiple tax problem on the basis of 
the present statutory provisions of these two 
states. 

12 The distinction between domicile and resi- 
dence is not always clear. 
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Anticipatory Replacements 


By 


ALFRED KAPLAN 


Certified Public Accountant 


JOW EFFECTIVE is the relief granted 
I to a taxpayer in connection with prop- 
erty transferred and similar property acquired 
as a result of condemnation proceedings? 
The tax exemption on the gain granted 
under Section 112(f)* has been strictly con- 
strued against the taxpayer. The weight of 
authority, as will be hereinafter explained, 
appears to hold to a strict and narrow inter- 
pretation of the Code. 


This is a very practical problem, and 
usually will arise in most cases involving 
seizures or threat of seizures by the right of 
eminent domain, wherein the seized or con- 
demned property is replaced by like property 
prior to the receipt of the condemnation 
award. This situation is encountered as 
follows: 


X Corporation has a piece of real estate 
which is utilized in its business, with a basis 
ot $25,000. The local authorities condemn 
the property by virtue of the right of eminent 
domain, and offer the X Corporation $50,000, 
slightly more than the assessed valuation. 
The taxpayer insists on the fair market 
value, which approximates $60,000. Since 
there is an impasse, it will probably take at 
least two years to adjudicate this matter 
before the condemnation award is received. 
Meanwhile, the X Corporation acquires a 
similar piece of property for use in its busi- 


1 Section 112 (f) provides: ‘‘. if property 
(as of result . . . of an exercise of the power of 
requisition or condemnation) is compulsorily or 
involuntarily converted into property similar or 
related in services or use to the property so 
converted, or into money which is forthwith in 
good faith under regulations prescribed by the 
Commissioner with the approval of the Secre- 
tary, expended in the acquisition of other prop- 
erty similar or related in service or use to the 
property so converted, or in the acquisition of 
control of a corporation owning such other prop- 
erty, or in the establishment of a replacement 
fund, no gain shall be recognized, but loss shall 
be recognized.”’ 


Anticipatory Replacements 


of Boston, Massachusetts 


ness at a cost of $75,000. If the corporation 
pays for this property prior to the receipt 
of the condemnation award, it will lose the 
relief provided by Section 112 (f) and tax 
must be paid on the gain, which will be the 
difference between the basis of $25,000 and 
the condemnation award as finally deter- 
mined, 


One possible solution is to rent similar 
property with an option to purchase after 
the receipt of the award. In most cases, 
however, practical difficulties preclude this 
solution since the owners of such property 
usually wish to wash their hands of it im- 
mediately. 


Another solution, suggested in the Code 
itself, is to acquire control of a corporation 
owning such other property. This could be 
done, but it might be expensive. Of course, 
the stockholders of the first corporation 
could organize a new corporation for this 
particular purpose and then sell control to 
the X Corporation at the appropriate time. 
But if this course was pursued, would the 
Commissioner hound both taxpayers under 
the Gregory doctrine, claiming that the 
newly organized taxpayer is merely the alter 
ego of the first, and look to the substance? 
He may be successful, for it would be quite 
apparent that the second taxpayer was 
availed of for no valid business purpose 
other than tax saving. 


Second Circuit Decisions 


Since the statute is silent on anticipatory 
replacements, an analysis of some court deci- 
sions on the subject is pertinent. 

One case, decided in 1934, after appeal to 
the Second Circuit, was adverse to the tax- 
payer. The court left open the question 





2 Bandes v. Commissioner [4 ustc { 1243], 69 
F. (2d) 812. 
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concerning an owner who borrows money 
to pay for similar property and later uses 
the award to pay this debt, by the following 
language: “. possibly this, may be an 
instance where the award is expended in the 
acquisition of other property similar to the 
property so converted.” Since this point 
was not an issue in this case, the litigation 
was decided on the facts presented. 


This proposition was restated in the ap- 
peal of the Twinboro Corporation,’ decided in 
1945 in the same circuit. In this later case 
the point involved was whether an owner 
whose property had been condemned may 
buy similar property in anticipatory replace- 
ment of the award, pay for it out of his own 
funds, recoup himself later out of the award, 
and consider any gain as exempt under Code 
Section 112 (f). In its opinion the court 
noted that 1t was not certain that Congress 
intended this relief section to be construed 
to cover these situations. It pointed out that 
since the taxpayer did not literally comply 
with the law and regulations, which were 
of long standing, the court could not “force 
the language so far from its literal meaning 
to cover anticipatory replacements.” In de- 
ciding the case against the taxpayer, the 
court still left open the proposition of the 
owner’s use of the award to pay back money 
borrowed to purchase the new property. 


Another case in point, decided in the same 
circuit, involved three corporations.‘ 


The taxpayer was the owner of a con- 
demned warehouse. The taxpayer’s capital 
stock was owned by four brothers, who or- 
ganized a new corporation which acquired 
a new warehouse, similar in use to the one 
condemned, prior to the receipt of the award. 
The money used to purchase the new prop- 
erty was furnished by the first corporation 
and by another corporation controlled by the 
same stockholders. The award money was 
received by the first corporation, which in 
turn did not proceed immediately to comply 
with the statutory requirements. 


The court decided against the taxpayer. 
In its decision, it pointed out that since the 
award received by the first corporation had 
not been expended forthwith in the acquisi- 
tion of new property or of control of the 





3 [45-1 ustc 7 9291] 149 F. (2d) 574; cert. de- 
nied 66 S. Ct. 93. 

4Vim Securities Corporation v. Commissioner 
[42-2 ustc { 9602], 130 F. (2d) 106; cert. denied 
317 U. S. 686. 








new corporation, the taxpayer could not be 
said to have complied with Section 112 (f), 
The exemption, therefore, was denied. 


This is one case where form was adhered 
to and substance disregarded. It would ap- 
pear that if the first corporation had acquired 
control of the new corporation immediately 
after receipt of the award and paid over the 
money, the statutory requirements would 
have been satisfied and relief granted. 


BTA Decision 


The Board of Tax Appeals was more lib-« 
eral to one petitioner. In a leading citation’ 
on this Code section, the Board granted 
relief and commented that there was no valid 
reason why Section 112 (f) does not com- 
prehend an anticipated conversion of con- 
demned property into new property. In its 
opinion, the Board further stated that “narrow 
construction loses sight of the ameliorative 
intent and relief provisions should be con- 
strued liberally to affect its purpose.” Here 
the Board was trying to distinguish its rea- 
soning from that of the Second Circuit in its 
earlier decision in the Bandes appeal. 


Surprisingly enough, the Commissioner 
acquiesced in this decision. It would not 
seem advisable, however, for a taxpayer to 
try the Tax Court today; it would appear 
that upon an adverse ruling there, the Bu- 
reau would chase the taxpayer into the 
Circuit Court, where the weight of authority 
appears to be quite adverse on this point. 


In fact, in deciding the Twinboro appeal, 
Judge Hand commented upon this earlier 
Board case by pointing out that he was 
strictly construing law and was not bound 
by the doctrine or in agreement with. its 
rationale. 


Where does this discussion leave the tax- 
payer? He must have a building. No one 
wishes to rent, the owners all wish to make 
a firm sale, and he does not wish to buy 
until he receives the award. So the tax 
expert comes in and makes the decision with 
his fingers crossed. 


In the final analysis, a decision must be 
made with the least question of doubt. 
Otherwise, a taxpayer may become a leading 
case—if he has the wherewithal and patience. 

[The End] 


5’ Washington Railway and Electric Company 
[CCH Dec. 10,938], 40 BTA 1249. 
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Headaches of Estate Fiduciaries 


By PHILIP GALITZER 


THE AUTHOR, AN ATTORNEY AND CERTIFIED 
PUBLIC ACCOUNTANT, IS A TAX INSTRUCTOR 
AT THE COLLEGE OF THE CITY OF NEW YORK 


ie \T estate fiduciaries assume many 
- responsibilities is generally recognized; 
that they are confronted by many perplexing 
imponderables is more or less unknown by 
a great many people. The purpose of this 
article is not to uncover or solve every 
problem vexing the estate fiduciaries, for that 
would be too vast a field to encompass, but 
rather to touch upon some highlights and to 
present some current decisions that indicate 
pitfalls to be avoided if dire results are to 
be minimized or eliminated. 


Ordinarily an individual trustee, when ad- 
ministering the trust, is under a duty to the 
beneficiary to exercise such care and skill 
as a man of reasonable intelligence and 
prudence would exercise in the management 
of his own affairs. Some states, including 
New York, fasten a stricter rule of respon- 
sibility on corporate trustees. In Chemical 
Bank & Trust Company v. Ott, 248 App. Div. 
406, 289 N. Y. S. 228, the court said: 


“ 


a great trust company, having 
at its command special knowledge of market 
and financial conditions and an organization 
skilled in the investment of funds, must, in 
the exercise of ordinary care, bring to the 
management of estates entrusted to its care 
this specialized knowledge of experience.” 

Holding a like view are Estate of Allis, 
191 Wis. 23, 209 N. W. 945, and Harris v. 
Citizens Bank and Trust Company, 172 Va. 111, 
20S. E.. 652. 

The law in some states will not exact a 
greater degree of care from trust companies 
as fiduciaries than from the ordinary indi- 
vidual trustee. Linnard’s Estate, 299 Pa. 32, 
148 A. 912. Thus, in First National Bank 


of Birmingham, 191 So. 873, 877, the court 
held: 


“Banks, authorized by law to engage in 
a trust business, owe the same fidelity, and 
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are subject to the same rules governing 
individual trustees, when applicable on 
principle.” 


Ignorance of Law 


The legal maxim, “Ignorance of the law 
is no excuse,” in certain situations is asserted 
to the detriment of the party pleading ignor- 
ance for a slip-up, as witness the case of 
Arthur D. Cronin [CCH Dec. 15,526], 7 TC 
1403, where an estate tax return was filed 
six months after the due date with the 
resultant penalty of $8,760.69. The penalty 
was assessed notwithstanding the fact that 
an attorney representing the executrix was 
unaware that the return was required to be 
filed within fifteen months after the date 
of the decedent’s death. The petitioner in- 
sisted that the cause for unintentional delin- 
quency was the fact that his attorney had 
devoted so much time to compiling the nec- 
essary data and the further fact that the 
decedent’s secretary had been ill. The Tax 
Court, in sustaining the respondent’s assess- 
ment of penalty, used the following un- 
mistakable language: 


“In our opinion this argument reduces 
itself to ignorance of the law. If there were 
valid reasons for delay an extension could 
have been requested. No such request was 
made. Ignorance of the plain and unam- 
biguous provisions of the statute and regu- 
lations prescribing the time for filing returns 
cannot be considered reasonable cause.” 

Aside from the provisions of the Code 
and Regulations, the matter of timely filing 
is referred to in Estate Tax Return, Form 706, 
under the caption, “General Instructions,” 
and the subcaption, “Time for Filing 
Return.” It was held, generally, that where 
an executor or administrator, without rea- 
sonable cause, failed to file a decedent’s 
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estate tax return within the prescribed time, 
a penalty of twenty-five per cent was obli- 
gatory. I. T. 1727, II-2 CB 217. 


An executor who was also the decedent’s 
donee failed to include the amount of donated 
property in the estate tax return. Subse- 
quently, after audit, the Commissioner re- 
quired the inclusion of the donated property. 
Because of the aforesaid omission and con- 
sequent delay in the payment of the estate 
tax assessed, the final taxes assessed car- 
ried a total penalty of $2,023.60. The Surro- 
gate’s Court held the executor personally 
liable for pro-rata taxes and interest, and 
was upheld on appeal on the issue of per- 
sonal liability and surcharge issue. Matter 
of Oakes, 127 Misc. 779, 217 N. Y. S. 638; 
aff'd 220 App. Div. 758, 222 N. Y. S. 864, 
rev'd on other grounds 248 N. Y. 280, 162 
N. E. 79. This case was cited with approval 
in Matter of Ryle, 170 Misc. 450, 455, 10 
N. Y. S. (2d) 597, where in referring to 
the case of Oakes, supra, it was explained 
that, “the Court left undisturbed the charge 
to the executor personally of the penalty 
interest.” 


Lack of Vigilance 


Very interesting indeed, and very impor- 
tant, is the situation which arose in the 
Matter of Belcher, 129 Misc. 218, 221 N. Y. S. 
711. An administratrix, inexperienced in 
business and ignorant of customs and prac- 
tice relating to stock transactions, received 
a notice to exercise stock rights within a 
prescribed time and consulted her attorney. 
He advised her, in short, to forget about the 
transaction. Accordingly, the subscription 
period was allowed to expire. 


When rights are issued to corporate share- 
holders to subscribe to additional stock of 
the issuing corporation, the value, if any, of 
the rights exists in the “spread,” viz., the excess 
of the value of the optioned stock over the 
subscription price at the time the rights 
are exercised. The rights give the stock- 
holder the privilege of purchasing the new 
stock at less than the quoted price; for that 
reason, they have a market value. When 
stock sells ex-rights, the selling price of 
the particular stock is minus the value of 
the rights after the stock ledger is closed. 
Intrinsically, therefore, if rights are not ex- 
ercised or sold, but lapse and become worth- 
less, the holder of the stock in respect of 
which rights were issued then holds stock 
which is worth less to the extent of the 
evaporated value of the lapsed stock rights. 


Neither the administratrix nor her attor- 
ney ever inquired of any stockbroker as to 
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the necessity or advisability of exercising the 
rights to subscribe to additional shares or, 
in the alternative, of selling the rights within 
the time limit. The referee surcharged the 
administratrix for 678 shares at $10 per 
share, or $6,780.00, emphasizing that her ex- 
cuses did not relieve her of the responsibility 
for the loss sustained by the estate. Con- 
firming the referee’s report, and referring to 
a number of cases, the court declared: 


“ce 


... the general rule is stated in King v, 
Talbot, 40 N. Y. 76, 85, that a legal repre- 
sentative ‘is bound to employ such diligence 
and such practice in the care and manage- 
ment [of an estate] as in general prudent 
men of discretion and intelligence in such 
matters, employ in their own affairs.’ 

“.. . under the circumstances, the good 
faith of the administratrix, her motives or 
intention, or her ignorance of business meth- 
ods, cannot alter her liability. Costello v, 
Costello, 209 N. Y. 252, 259, 103 N. E. 148.” 

In Matter of McCafferty, 147 Misc. 179, 264 
N. Y. S. 38, which involved rights to sub- 
scribe to stock, “putative” executors, even 
before being duly qualified, exercised the 
stock rights and saved the estate the sum 
of $7,473.13. The court ruled out criticism 
by objectors and commended the executors. 


Vigilance Pays! 


In a complicated estate tax matter, Ma- 
gruder v. Safe Deposit & Trust Company of 
Baltimore [47-1 ustc J 10,542], 159 F. (2d) 
913, where the executor filed a timely claim 
for refund which eventually was compro- 
mised, the executor subsequently filed an- 
other claim for refund of estate tax. The 
second claim incorporated a fee of $25,000 paid 
to the attorneys for the executor in prose- 
cuting the first claim for refund. Upon 
rejection of the latter claim, action was insti- 
tuted. The defendant collector appealed 
from a judgment in favor of the executor. 


After analyzing tlie situation, the court 
stressed the fact that at the time of filing 
the executor’s return, the question of attor- 
neys’ fees as an estate deduction was not 
contemplated and that if it had been re- 
motely contemplated, the attorneys’ fees 
would have been too “vague and uncertain.” 
Moreover, the court was firmly of the belief 
that such fees could not be ascertained with 
any “degree of accuracy,” as professional 
fees were dependent upon the outcome of 
the case, which, perchance, could be “pro- 
tracted.” The estate deduction was sustained. 
The court, on the particular point at issue, 
directed its remarks as follows: 
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“And it is freely admitted that any num- 
ber of separate claims for refund, arising out 
of supervening facts, may properly be made, 
provided only these are filed within the pe- 
riod specified in the applicable statute of 
limitations. 

“Obviously, the deductibility of the attor- 
neys’ fees was not in issue in the first suit 
for refund. 

“Judgment of the District Court is af- 
firmed.” 

in Matter of Bandler, 173 Misc. 433, 436, 
15 \. Y. S. (2d) 307, the following quotation 
from the Surrogate’s opinion in overruling 
an objection is a warning to fiduciaries: 

“The executors are directed to file forth- 
with a proper income tax return in behalf 
of deceased for the period beginning Jan- 
uary 1... and ending with his death. If 
any penalty is enforced the executors must 
pay it out of their personal funds.” 

Apposite to this discussion is the case of 
Chemical Bank and Trust Company v. Ott, 
supra, wherein the following was expressed: 


“When the bank finally paid the federal 

taxes, it was compelled to pay an item of 
interest, amounting to $10,292.11, incurred 
because it not only failed to pay the taxes 
in time, but failed to make any deposit 
whatever in part payment thereof.... This 
item of interest would have been saved if 
the taxes had been seasonably paid. 
The trustee should be charged with this 
item of interest which would have been 
avoided had payment in whole or in part 
been timely made.” 

Also, in re Slater’s Estate, 88 N. J. Eq. 
296, 304, 102 A. 384, it was held: 

“This surcharge is based upon the fact 
that the executor did not pay an inheritance 
tax promptly and thereby lost to the estate 
the benefit of a discount. ... I find no 
error in the decree in this respect. Ample 
funds were in hand to pay the tax promptly 
and save the discount; the loss to the estate 
arose from the neglect of the executor.” 

In Estate of E. A. Wickham v. Commis- 
stoner [CCH Dec. 6919], 22 BTA 1393, the 
Board, in its findings of fact, noted: 

“W , a certified public accountant was 
employed to audit the accounts of the part- 
nership and to put them in shape for the 
Government agents. W.... worked up some 
accounts for about three months and pre- 
pared a ‘set-up’ from the bank deposit tickets 
and canceled checks, which were the only 
memoranda found in the office. These mem- 
oranda failed to show the true income of 


the firm by more than $208,000.” 
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The Board’s decision employed the fol- 
lowing language: 

“The charge of fraud raised by the re- 
spondent in his amended answer is amply 
sustained by the record. The understate- 
ments of income in all of the returns filed, 
and the failure to report the true income 
received from this prosperous partnership 
business, in view of the petitioner’s admitted 
knowledge covering a period of more than 
30 years, is inexcusable and cannot be justi- 
fied upon the plea that he entrusted the 
making of such return to others. D. C, 
Clark [CCH Dec. 6726], 22 BTA 314.” 

In an interesting case, Matter of Burrough, 
137 Misc. 844, 244 N. Y. S. 640, the follow- 
ing relevant features are noteworthy: 

An executor, in good faith, prepaid state 
taxes before the institution of transfer tax 
proceedings for the purpose of availing him- 
self of a five per cent discount for advance 
payment. The sum paid was in excess of 
the total tax due on specific and general 
legacies. The Surrogate held that the pay- 
ment was voluntary and that the law is ele- 
mentary to the effect that no such payment - 
may be reclaimed by the payor, citing Kess- 
ler v. Herklotz, 190 N. Y. 24, 27, 82 N. E. 
739; Burne v. Raalte Company, Inc., 202 App. 
Div. 189, 195 N. Y. S. 601, and other cases. 
At page 852 of the instant case, the court 
concluded: 

“Tt follows that the executor must return 
to this Estate such part of the amount by 
which its payment to the State Tax Com- 
mission exceeded the taxes payable on the 
specific and general legacies, as may be nec- 
essary to enable it to pay the remaining 
administration expenses and general legacies 
in full with interest.” 

In A. M. Anderson, Receiver-Petitioner v. 
Yungkau, Exr. et al., 91 L. Ed. 349, the 
United States Supreme Court ruled that if an 
order of substitution was not made within two 
years after the death of a party, the action 
must be dismissed under the Federal Rules 
of Civil Procedure. The petitioner, as re- 
ceiver of the National Bank of Kentucky, 
had brought actions to recover stock assess- 
ments against numerous stockholders lo- 
cated and spread over the United States and 
abroad. During the period of litigation, 
many of the defendants died. It was imma- 
terial that the plaintiff was operating with a 
limited staff and so was unable to ascertain 
the status of particular defendants and the 
deaths of the shareholders for whose respec- 
tive estates the respondents became execu- 
tors. The court held: 

“Rule 25 (a) of the Federal Rules of Civil 
Procedure operates both as a statute of limi- 
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tations upon revivor and as a mandate to 
the court to dismiss an action not revived 
within the two-year period.” 


Conflict of Opinion 


A federal tax deficiency was imposed upon 
property which had been neither received 
nor enjoyed by the decedent, and yet was in- 
cluded in her estate. Earle et al. v. Com- 
missioner [46-2 ustc J 10,514], 157 F. (2d) 
501, 502 (CCA-6, 1946). 

In this case, the pertinent provision of a 
testamentary trust read: 


“IT further direct that the income accruing 
to said trust estate shall be distributed at 
such times and in such amounts as said trus- 
tee shall deem best; said income to be paid 
to my wife, Emma Earle, one-third, to G. 
Harold Earle, his heirs, executors or admin- 
istrators, one-third, and to Stewart Earle, his 
heirs, executors, or administrators, one- 
third.” 


The Commissioner contended that Emma 
Earle, deceased, had a vested interest in a 
third of the trust income which had accumu- 
lated since Mr. Earle’s death; that Mr. Earle’s 
will did not provide for accumulation of the 
trust income; and that such income was in- 
tended to be distributed in the proportions 
as provided. Accordingly, the Commis- 
sioner included the aforementioned one-third 
trust income in the estate of Mrs. Earle, for 
federal tax purposes. The executors, through 
appropriate Probate Court order, distributed 
the corpus and accumulated income to them- 
selves as residuary beneficiaries of the trust. 
In effect, the stated accumulated trust in- 
come did not actually pass to Mrs, Earle’s 
estate. The Circuit Court, nevertheless, held 
with the Tax Court and affirmed its decision 
on the ground that the decisive point was 
that Mrs. Earle’s interest was vested, a point 
which had not been passed upon by the 
Probate Court. 


Loss of Commissions 


In Estate of Schwartz, New York Law 
Journal, October 1, 1946 (New York County 
Surrogate’s Court), the executors, upon ac- 
counting, were held not entitled to com- 
missions computed upon the values of shares 
of stock wholly owned by the decedent in 
a close corporation, because the gifts of 
such shares to individual legatees were 
deemed to be specific legacies upon which 
commissions are not payable. Furthermore, 
the bequests to the trustees of the residuary 
trusts were also deemed to be specific be- 
quests upon which the executors were not 
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entitled to commissions. The Surrogate re- 
ferred to Surrogate’s Court Act, Section 285, 
subdivision 5, and cited Matter of Security 
Trust Company, 221 N. Y. 213, and other 
cases in support of his conclusion. 


Prior-Taxed Property Deduction 


An elementary principle in estate taxation 
is that a decedent’s estate is allowed a de- 
duction for “prior-taxed property.” Such a 
rule applies to property which the decedent 
acquired by inheritance or gift within five 
years before his death, and on which an 
estate or gift tax has been paid. Commissioner 
v. Garland [43-1 ustc J 10,041], 136 F. (2d) 
82, 31 AFTR 97 (CCA-1, 1943). 


The court clearly expressed the law in the 
following manner: 


“The purpose of S. 303 (a) of Revenue 
Act of 1926, is to avoid a double tax within 
five years on the same specific items of prop- 
erty identifiable as having been received by 
the decedent by bequest, devise or inheri- 
tance from the estate of an earlier decedent 

. . what is important here... is that the 
deaths were less than five years apart and 
that Harry’s [Harry P. Garland’s] executrix, 
from available funds of the estate, had paid 
the estate tax on the specific items of prop- 
erty now identified as having been received 
by Edith [Edith P. Garland] by devise or 
bequest and constituting part of her gross 
estate. . In such a situation . . . the 
present decedent’s estate is entitled to a 
deduction in an amount equal to the value of 
the identified property as it stood in the 
gross estate of the prior decedent.” 


The crux of the problem was whether or 
not to allow credit on the basis of the 
“gross” estate or the “net” estate value. 


The court gave effect to the “gross” es- 
tate value. 


Despite the foregoing, a contrary decision 
was reached by the Second Circuit in Cen- 
tral Hanover Bank & Trust Company, Exr. v. 
Commissioner [47-1 ustc J 10,537], 159 F. (2d) 
167 (1947), wherein effect was given to the 
“net” estate value. 


In this case, the sole legatee of the hus- 
band’s estate was his widow, who in turn 
died. She had received from her husband’s 
estate bequeathed property of the value of 
approximately $3,000,000 before liabilities, 
aggregating about $1,000,000, were paid. The 
Commissioner determined that roughly only 
63% per cent of the value of the identifiable 
property, and not the full approximate value 
of some $2,350,000, was a proper deduction. 
He first ascertained that 36% per cent was 
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the portion which the former decedent’s lia- 
bilities of $1,080,961.77 bore to all assets, 
totaling some $2,931,766.60. Then, deducting 
3614 per cent from 100 per cent left approxi- 
mately 63% per cent net to be considered 
as credit in the instant case. 

The Circuit Court affirmed in the follow- 
ing language: 

“The Tax Court held that the debts were 
in effect liens or charges upon all the hus- 
band’s assets, to be ratably allocated; and 
that he bequeathed and could bequeath to 
his wife only an interest in each asset meas- 
ured by its value less its proportion of debts 
as a whole. ... Therefore, when she re- 
ceived the shares of stock on October 21, 
1937, the only interest bequeathed to her 
was that proportion of their value which was 
free of the debts then still unpaid; and when 
she paid the debts she acquired a new inter- 
est by transfer. It seems to us that this is 
the proper interpretation of the section.” 

Referring to the decision in the Garland 
case, supra, which was cited and considered, 
the Second Circuit had this to say: 

“The taxpayer relies upon the decision of 
the First Circuit—Commissioner v. Garland 
and it must be owned that in principle it 
is to the contrary. The wife had there used 
income from her husband’s estate arising 
after his death to pay charges upon it, yet 
her executor was allowed to deduct the full 
value of identified assets. However, al- 
though, as has appeared, we ourselves can- 
not see what difference it makes from where 
the money comes, the First Circuit did see 
a difference. .. . Moreover, Bahr v. Com- 
missioner [47-1 uste § 10,047], 119 F. (2d) 
371 (CCA-5), is directly in our favor. . 
Order affirmed.” 

Very likely, the principle herein involved 
ultimately will have to be decided by the 
Supreme Court. 

At this very writing, in Kate R. Thomas 
v. E. Taylor Earnest [47-1 ustc J 10,559], 
CCA-5, May 23, 1947, an estate tax deduction 
for previously taxed property was limited, 
by a divided court, to the net value of the 
assets. 


Nonproductivity of Trust Funds 


In Estate of Charles H. Rathbone, New 
York Law Journal, April 1, 1947, the Surro- 
gate of New York County held: 

“It is settled law that the fiduciary obli- 
gation of an executor requires that he make 
estate funds productive whenever a substan- 
tial sum is in his hands uninvested and 
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distribution of it is not possible within a 
reasonable period.” 


Citing DePeyster v. Clarkson, 2 Wend. 77, 
the Surrogate quoted: 


“It is the duty of trustees and grardians 
to keep the monies belonging to the trust estate 
properly invested ... and if that duty is 
neglected, he must be made chargeable with 
the interest of the unemployed funds, unless 
satisfactory cause be shown for the omission 
to invest them.” 


Also, citing Matter of Kruger, 139 Misc., 
907, 249 N. Y. S. 772, he further quoted from 
Surrogate Wingate’s opinion: 


“.. one of the primary duties of fidu- 
Ciary is to make productive the fund in his 
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hands and not keep it ‘laid up in a napkin’. 


In the instant case, Surrogate Delehanty 
characterized the failure to invest as “plainly 
a breach of the fiduciary duty of the execu- 
tors.” 


And the result? The court held the execu- 
tors surchargeable for interest representing 
the infant’s proportionate share at seven- 
eighths per cent on $450,000 for one year and 
at the annual rate of 1%4 per cent on $250,000 
for the period beginning with August 1, 1945, 
and ending with the closing date of the 
account. 


Accessory’s Actions 


Connivance, collusion and subterfuges are 
of no avail. To frustrate claims of the de- 
cedent’s estranged wife and further to evade 
payment of federal taxes, the deceased held 
property in names other than his own. The 
decedent’s sister possessed all his property 
since his death. But the veil of hollow 
mockery was lifted, and the court, hurling 
a blast at the pattern adopted, uttered the 
following: 


“In order to evade the payment of federal 
taxes, and later, for the additional reason of 
avoiding the claims of his estranged wife, 
Nolan consistently held property and main- 
tained bank accounts in names other than 
his own and in this connection used many 
of the aliases used by him in his illicit busi- 
ness. 


“Agnes McCue, the petitioner, was the 
wife of Edward McCue and sister of Nolan. 
She had no business property. .. . 

After Nolan’s separation from his wife in 
1927 he began to rely increasingly upon peti- 
tioner and her husband, and entrusted his 
funds and property to the custody and care 
of Agnes McCue as well as to Edward Mc- 
Cue, both of whom had access to a safe 
located in the home occupied by them, and 
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in which Nolan kept his money and other 
funds and securities. 

oe we are of the opinion that Nolan 
bought the bonds and that a ‘wash sale’ of 
them occurred by which he split up his 
holdings several times again. 

“Nolan was so fertile in his invention of 
fictitious personalities that he occasionally 
forgot for the moment the precise appella- 
10M... 

“Considering the evidence as a whole we 
have concluded that Nolan transferred or 
caused to be transferred to petitioner as a 
out...” 

Result? The decedent’s sister was held lia- 
ble for unpaid taxes and penalty in substan- 
tial sums, as statutory executrix (being the 
custodian), for failure to file an estate tax 
return for Nolan’s estate and as _ trans- 
feree. Agnes McCue, Transferee [CCH Dec. 
15,043(M)], 5 TCM — (1946). 


Reallocation of Income 


Circuit Judge Hand, in a dissenting opin- 
ion in Commissioner v. Newman [47-1 ustc 
79175], 159 F. (2d) 848, 850, eloquently 


expressed himself thus: 


“Finally, if I understand the Commis- 
missioner, he wishes to consider that these 
deeds may have been a preliminary step in a 
reprehensible scheme to lessen the wife’s 
income taxes. There is not the faintest 
ground for imputing any such purpose to 
the parties at bar; and, if there were, it 
ought not to count. Over and over again 
courts have said that there is nothing sinister 
in so arranging one’s affairs as to keep taxes 
as low as possible. Everybody does so, rich 
or poor; and all do right, for nobody owes 
any public duty to pay more than the law 
demands; taxes are enforced exactions, not 
voluntary contributions. To demand more 
in the name of morals is mere cant.” 

However, in that case, involving two 
trusts, the majority opinion concluded that 
there was a “technical reallocation of income 
within a family group to avoid taxation,” 
and that the intention was “to show on the 
face of the documents a technical absence of 
his [the taxpayer’s] control over the fund, 
while actually retaining the power to use 
the fund as he saw fit.” 

Inasmuch as the trustee retained a bene- 
ficial power, he was taxable on the trust 
income. 


en 


Caution Required 


Executors should carefully study the fol- 
lowing res ipsa loquitur excerpt from Estate 
of Charles H. Thieriot [CCH Dec. 15,454], 
7 TC t19. 1123, 1124: 


By Judge Harlan: 


“The petitioners allege in the petition that 
the respondent is estopped from including in 
gross estate the proceeds from the Aetna 
Life Insurance Policy in the amount of 
$97,347 because of a claimed settlement en- 
tered into in 1944, on the face of which they 
distributed assets and changed their position 
to their detriment. On brief, they contend 
that the respondent erred in asserting the 
deficiency in question after the executors 
agreed to adjust the tax liability of the 
estate on the basis of over-assessment in the 
amount of $3,047.84 and certain expenses of 
administration to be paid thereafter, and the 
Commissioner had issued a certificate of 
over-assessment in the amount of $3,047.84, 
which amount was arrived at by excluding 
proceeds of insurance in the amount of 


$97,347. 


“We have examined all the facts in the 
record and we find nothing to warrant an 
estoppel. The petitioners admit that Section 
3760 of the Internal Revenue Code specif- 
ically provides for a formal method of arriv- 
ing at a final closing agreement and that 
such a method was not adopted here. The 
fact that petitioners chose to regard the 
certificate of over-assessment as a_ final 
agreement does not bring it within the terms 
of the statute, nor does it preclude the Com- 
missioner from reopening the case within 
the statutory period and making such adjust- 
ments as he may deem proper. After the 
issuance of the certificate of over-assessment 
the way was open for the petitioners to 
negotiate a final closing agreement with the 
Commissioner, as provided in Section 3760 
of the Internal Revenue Code, before further 
distribution of the assets of the estate. 
Their failure to do so does not bind the 
Commissioner in the performance of his 
duties nor estop him from redetermining the 
tax liability of the estate. 


“oe 


. . This opinion supplants the former 
opinion [CCH Dec. 15,381] promulgated 
herein September 19, 1946.” [The End] 
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Nonresident Estate Taxes 


Under the United States and 
United Kingdom Convention 


By HENRY W. SWEENEY 


W ITH the issuance of Treasury Decision 
5565, the Treasury Department of the 
United States has at last set in motion the 
machinery for administering the provisions 
of the estate tax convention between the 
United States and the United Kingdom, pro- 
claimed by the President of the United 
States on July 30, 1946.7 

Much has been written about the shrink- 
age of net incomes which results in reduced 


1The Treasury issued this decision under the 
authority contained in Internal Revenue Code 
Section 3791 (53 Statutes 467, 26 USC 3791) and 
pursuant to the provisions of the convention and 
Chapter 3 of the Code (53 Statutes 119, 26 USC 
800 et seq.). This decision became effective on 
the thirty-first day after the date of its publica- 
tion in the Federal Register (June 4, 1947), that 
is, July 5, 1947. The aforesaid Section 3791 pro- 
vides as follows: 

“(a) Authorization.— 

‘(1) In general.—. . . the Commissioner, with 
the approval of the Secretary, shall prescribe 
and publish all needful rules and regulations for 
the enforcement of this title. 


(2) In case of change in law.—The Commis- 
sioner may make all such regulations, not other- 
wise provided for, as may have become neces- 
sary by reason of any alteration of law in rela- 
tion to internal revenue.”’ 


2(a) Against his entire gross estate, a citizen 
or resident of the United States is entitled to 
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estates after death. Such shrinkage consti- 
tutes a real problem, even for small estates. 
Consider, for example, the assets of a de- 
ceased British subject which are situated in 
the United States. Because -of the very 
small specific exemption of $2,000,’ virtually 
every such estate is subject to tax; and be- 
fore the assets can be made available for 
distribution, transfer certificates, which are 
issued by the United States Commissioner 


specific exemptions of $100,000 for the basic es- 
tate tax and $60,000 for the additional estate 
tax. 


(b) United Kingdom investments in the 
United States were estimated recently at about 
$2,000,000,000, of which probably $1,200,000,000 
or more was held by the general public, includ- 
ing about $175,000,000 vested by the British Gov- 
ernment and pledged to secure a loan from the 
RFC. Noteworthy in this regard is that corpo- 
rate stock and real property were estimated to 
constitute about eighty-five per cent of all values 
forming the basis for estate tax purposes. The 
additional rules adopted with Britain cover per- 
haps another ten per cent, leaving about five per 
cent to be determined under existing laws. (Ex- 
cerpts from Executives D and E, Hearings 
Before a Subcommittee of the Committee on 
Foreign Relations, United States Senate, 79th 
Congress, 1st Session, pp. 33, 81.) 


(c) Canadian estates enjoy a higher specific 
exemption by treaty. 


The author, a certified public accountant and 
attorney, is senior partner of Henry W. Sweeney 
and Company, certified public accountants, of 
New York and Washington, D. C., and a 
professor of law at Georgetown Law School 


























































































of Internal Revenue,*? must be procured. 
Their issuance is contingent upon compli- 
ance with Estate Tax Regulations 105* and 
subsequent modifications of these regula- 
tions.® 


The scope of this article does not permit 
consideration of the more varied provisions 
of state inheritance tax laws, which, except 
for resulting in credits against the federal 
basic tax,° are not related to the assessments 
made under Chapter 3 of the Internal Rev- 
enue Code,’ but are equally effective levies 
against certain property taxable under the 
individual state’s power as a sovereign. 


3 The Bureau of Internal Revenue is a branch 
of the Treasury Department under the direction 
of the Commissioner of Internal Revenue. In 
Internal Revenue Code Section 3901 (a), dealing 
with his ‘‘powers and duties,’’ the Commissioner 
is charged with ‘‘general superintendence of the 
assessment and collection of all taxes imposed 
by any law providing internal revenue,’’ and 
with the preparation and distribution of regula- 
tions relating to the assessment and collection 
of internal revenue. He is aided by two As- 
sistant Commissioners, one Special Deputy Com- 
missioner, and five Deputy Commissioners. The 
Special Deputy Commissioner is his technical 
assistant in all classes of tax questions and has 
supervision over all offers in compromise, clos- 
ing agreements, extensions of time and activities 
of the Training Division. The five Deputy Com- 
missioners have charge of the five executive 
units through which the Bureau operates, and 
each is responsible not only for the work of his 
own organization but also for its cooperation 
with the others. 


These regulations deal with the estate tax 
imposed by Internal Revenue Code Chapter 3, 
as amended by the Revenue Acts of 1939, 1940 
and 1941, and the Joint Congressional Resolu- 
tion (Pub. No. 18, 77th Congress), approved 
March 17, 1941, with certain general adminis- 
trative provisions under Code Chapters 34 to 38, 
inclusive, and with certain other statutes not 
included in the Code that are of general applica- 
tion to the estate tax imposed by the Code. 


5 The principal such Treasury Decisions, which 
promulgate applicable regulations, are T. D. 
5239 (March 9, 1943), T. D. 5248 (March 19, 
1943), T. D. 5283 (July 12, 1943), T. D. 5351 
(March 27, 1944), T. D. 5408 (October 14, 1944), 
T. D. 5434 (February 2, 1945) and T. D. 5565, 
which is the subject of the present article. All 
references to the regulations under considera- 
tion will have the number ‘‘81’’ preceding the 
sections to which they apply; this corresponds 
to Part 81 of Title 26 of the Code of Federal 
Regulations. 


6 Beginning with the Revenue Act of 1924, the 
policy of the United States Government has been 
to allow a percentage of the federal estate tax 
to be absorbed by a credit for similar taxes paid 
to states. As a consequence, most states adopted 
laws that would utilize such available income; 
by 1932, therefore, the maximum revenue col- 
lectible by the estate tax had become only about 
twenty per cent of the statutory provision. In 
that year it became necessary to restore the 
federal estate tax as a substantial source of 
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Administrative Features 


The Estate Tax Regulations require the 
filing of a preliminary notice * with the Col- 
lector of Internal Revenue,’ for the estate 
of a nonresident alien, “where the part of 
the gross estate in the United States ex- 
ceeds $2,000 by the executor or administrator 
within two months after qualifying as 
such.”” The Regulations also prescribe rules 
for filing the estate tax return itself." Suf- 
fice it to say, however, that the filing is man- 
datory wherever such a preliminary notice 
has been filed. Returns must be filed with 





revenue. Therefore, an additional tax, against 
which no credit was allowed, was levied, so that 
arithmetically the basic tax can be considered 
as the measure of the limit of the state death 
tax credit to be allowed against the federal 
estate tax. The convention under review pro- 
vides, in Article VIII, for the future extension 
of its terms to all the states of the United 
States, as well as to the United Kingdom terri- 
tories to which it does not apply under the 
present original terms. However, Article V (3) 
imposes a definite limit to credit for taxes paid 
to the other contracting party where a credit 
against the first taxing authority’s tax has al- 
ready allowed for taxes paid to a state or other- 
wise credited under another convention. 


™The original United States Code contained, 
in Title 26, a compilation of the current statutes 
relating to the estate tax. By the Act of Feb- 
ruary 10, 1939, however, Title 26 of the Code of 
Laws of the United States (known as the “‘In- 
ternal Revenue Code’’) was enacted. The In- 
ternal Revenue Code, as thus enacted, is not a 
compilation of existing laws; it is the law. 


8 Treasury Form 705 (a single sheet, usually 
submitted in estimate, under oath, by cus- 
todians). 


® The United States (including its possessions) 
was divided as of July 1, 1946, into sixty-four 
collection districts, each headed by a Collector 
of Internal Revenue. Besides receiving payments 
of taxes, such districts distribute official docu- 
ments, gather tax data and enforce certain legis- 
lation (including verification of information con- 
tained in certain classes of returns). As of that 
date, there were, besides sixty-four Collector’s 
offices, 1,331 branch offices, located, for the most 
part, in the principal cities within the collection 
districts. (For additional information on this 
subject, see the regulations relative to the Bu- 
reau’s operations, published, as required by the 
Administrative Procedure Act, in 1947 for the 
first time.) 


10 Regulations 105, Section 81.60. 


11 Regulations 105, Section 81.67. See also Sec- 
tions 81.69 and 81.70, relative to extension of 
time for filing, and Code Section 3804, relative 
to late filing occasioned by the recent world 
war. Either Form 706 (revised December, 1946) 
or Form 706NA, if suitable, is to be used for 
filing; essentially the same information is re- 
quired by each, but the latter is the preferred 
form to prepare because it is only four pages 
long in contrast to the former, which has 
twenty-two double pages. 
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the Collector of Internal Revenue for the 
district in which the property is located or, 
if it is situated in more than one district, 
with the Collector of the Second District of 
New York or wherever the Commissioner 
designates. 

As the origin of virtually every litigated 
case is the fact-finding done by the internal 
revenue agent” in his “RAR” (Revenue 
Agent’s Report), such findings are com- 
monly challenged either as being erroneous 
in fact or as involving conclusions of law. 
A great body of precedents has developed. 
Indeed, the burden on the judiciary became 
so great and the issues so complex that a 
separate quasi-judicial body was established 
to handle just this type of litigation.” Irre- 
spective of the current highly controversial 
issue as to whether the findings of that body 
are reviewable by courts of law, one may 
safely declare that practice before the Treas- 
ury Department has become so heterogeneous 
that a new profession of “tax experts” has 
grown up in the past ten or fifteen years.™ 


Not the least of the cases involving stat- 
utory ambiguities or questions of fact or is- 
sues of law have been estate tax matters. 
Of these, the estates of nonresident aliens 
have formed more than a minor group. 
Why? Are the examining agents arbitrary? 
Is an advantage of remoteness of counsel or 
representatives being taken? Do the Bu- 
reau’s representatives refuse a reasonable 
settlement and litigate all the issues? *® 


Even an accurate analysis of the type of 
case the Bureau is likely to contest, perhaps 








to the Supreme Court of the United States, 
will not prove a safe basis upon which a 
conscientious executor or administrator of 
an estate can lay his plans of administra- 
tion. The foregoing admonition is not in- 
tended to mean that existing precedents are 
easily set aside or that they are any less the 
law merely because the statute has not been 
revised to accomplish the effect sought. 
While the common-law doctrine of stare 
decisis has equal application to such court 
decisions, the calendars, nevertheless, con- 
tinue to be jammed with cases that are 
distinguished, on appeal, to show the non-ap- 
plicability of an unfavorable rule or to show, 
on the other hand, the inclusion of the par- 
ticular appea! within the doctrine of a case 
that provides either exclusion or exemption 
from tax under the Code. 


Enough has been said by way of introduc- 
tion to the administration of the estate tax 
law per se; attention is now directed to the 
particular features of the convention itself, 
with especial reference, however, to its effect 
on the taxability of nonresident alien estates 
in the United States. On page 906 appears 
a synopsis of the effects of the convention 
on existing law. 


Domicile 


As the classifications in the synopsis depend 
upon domicile, it is well to consider the defini- 
tion of that term as employed in the conven- 
tion (Article III): “(1) For the purpose of 
the present convention, the question whether a 





2 The Internal Revenue Agent in Charge is an 
appointed civil.servant charged with the man- 
agement of a force of internal revenue agents 
(field investigators) and internal revenue audi- 
tors (office agents), who verify tax returns and 
whose work results in determinations of deficien- 
cies or overassessments of tax. Since decentral- 
ization of these functions, the Agent in Charge 
has had the responsibility of directing the activi- 
ties of his subordinate agents; providing for fair 
and adequate review of the fact-finding; main- 
taining a competent force of conferees, who 
conduct hearings on issues protested by the 
executor or estate representative; and other- 
wise carrying out the policies established by 
the Commissioner and administered nationally 
through Bureau directives. By 1938, most in- 
vestigations were originating in the field divi- 
sions, then consisting of thirty-nine offices, 
which began to assume more duties, such as 
primary review, appeal hearings and reopening 
of cases after post-review audit in Washington. 


13 Under Section 504 of the Revenue Act of 
1942, 56 Statutes 798, the former Board of Tax 
Appeals became known as the ‘‘Tax Court of the 
United States.’’ 


In the foreword to a recent publication rela- 
tive to taxation within the United States (Pub- 
lication 7DA, ‘‘Bureau Procedure,’’ p. 2), 
Commerce Clearing House, Inc., said: ‘‘The col- 
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lection of federal taxes is big business—over $38 
billion in gross revenue in 1946. The Bureau of 
Internal Revenue has nearly 57,000 permanent 
employees, 27,000 of whom are engaged in en- 
forcement activities. On the other side of the 
fence are approximately 70,000 accountants and 
lawyers who are authorized to practice before 
the Treasury Department.’’ (In this connection 
the December, 1946 monthly bulletin of the 
American Institute of Accountants, The Certified 
Public Accountant, listed 28,768 certified public . 
accountants as being in practice at that time; 
9,342 of those were engaged in practice in New 
York.) The Treasury Department’s require- 
ments for admission to practice before it are 
set forth in Circular No. 230 (revised), and re- 
quire one of the following as a minimum: (1) 
admission to practice law, (2) successful com- 
pletion of state requirements for the license of 
certified public accountant, (3) passing a special 
professional examination. 

18 No official public information is available on 
the proportion of cases protested or the success. 
of appeals beyond the administrative procedures 
within the office of the Internal Revenue Agent 
in Charge. Before appeal to the Tax Court, 
however, cases are carefully screened by the 
Bureau Conference Section, a technical staff 
(composed of advisers located in ten geograph- 
ical areas), and finally, in some cases, by the 
General Counsel’s Office. 
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Effects of Convention 


Class of non-citizen 
decedents involved 


1. Domiciled in United 
States. 
United States. 






2. Domiciled in United 
Kingdom. 


States, including: 


in United States; 


3. Domiciled elsewhere. 


in United States; 





Existing law 


(a) Tax on all property 
except real property outside 


(b) No credit for British 
estate tax. 


Tax on property in United 


(a) Stock in foreign cor- 
porations if certificates are 


(b) Bonds if certificates 
are in United States. 

Tax on property in United 
States, including: 

(a) Stock in foreign cor- 
porations if certificates are 


Convention 


(a) No change. 


(b) (i) Credit for British 
estate tax on personal prop- 
erty in United Kingdom. 

(ii) Additional credit, if 
also domiciled in United 
Kingdom under British law, 
for British estate tax on any 
property: 

(A) Deemed situated in 
both countries, or 

(B) Deemed situated out- 
side both countries. 





Same except: 


(a) Stock in foreign cor- 
porations in all cases; 


(b) Bonds in all cases. 


No change. 


(b) Bonds if certificates 
are in United States. 





decedent was domiciled in any part of the 
territory of the contracting parties at the 
time of his death shall be determined in 
accordance with the law in force in that 
territory.” 

Unfortunately, the Treasury regulations * 
do little more than repeat the convention’s 
provisions as to domicile and do not indi- 
cate the nature of the various elements that 
the negotiations resolved into the published 
terms. An interesting commentary on the 
compromises effected was made during the 
hearings before the United States Senate 
Subcommittee of the Committee on Foreign 
Relations by one spokesman, who said: 


“ 


. under the different tax systems of 
the various countries, there is a basic sim- 
ilarity in many respects, with a great many 
differences in minor degree in other respects, 
and that makes it necessary to look at the 
two systems, to try to arrive at a common 
terminology for describing them, and I think 





16 Section 82.103. 








they have done exceedingly well in this con- 
vention in finding a common language for 


describing the two systems. .. . it seems to 
me the British have been induced to give 
up much more than the United States.” ” 


Estate taxes in the United States usually 
are assessed on the basis of (a) citizenship 
or (b) situs of property. However, under 
existing law the estate of a national of 
either Great Britain or Northern Ireland, if 
the decedent was domiciled in the United 
States, would, like an estate of a United 
States citizen, be subject to taxation on its 
American assets. Domicile may be defined as 
the place that an individual has freely chosen 
as the center of his domestic and legal rela- 
tions—his principal permanent residence— 
with no present intention of removing there- 
from. To constitute domicile, there must 





17 Statement by Mitchell B. Carroll (special 
counsel of the Tax Committee, National Foreign 
Trade Council, Inc.), Senate Subcommittee 
Hearings, supra, footnote 2, page 40. 
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be actual residence in the place with inten- 
tion of remaining. Residence without the 
requisite intention to remain will not suffice 
to constitute domicile, nor will intention to 
change domicile effect such a change unless 
accompanied by actual removal. 


Two references to the fact that “double 
domicile” would be unusual * are contained 
in the hearings cited above. Hence, and 
because full treatment appears in the Treas- 
ury regulations, the additional credit pro- 
vided by the convention’s terms (item 1 (b) 
(ii) in the foregoing synopsis) will not be 
discussed here. 


Because the executor-administrator of the 
estate of an alien domiciled or resident in 
the United States ordinarily institutes pro- 
bate proceedings in the United States, coun- 
sel presumably will be retained for estate 
tax matters. Attention is now directed to 
distinctive phases of the nonresident estate 
as the result of the filing of a return by any 
one of several custodians in the United 
States or by a foreign representative. 


\ssets, as returned in Form 706, are treated 
first in the following detailed review of the 
individual features of the convention. 


Real Property 


Assets of the nature of real property (termed 
“immovables” in the convention) have a 
double significance. First, they ordinarily 
require an appraisal of the property itself 
(in the absence of a sale at arm’s length 


within a reasonable time after death).” Sec- 
ond, the holding of such property is consid- 
ered a strong indication of “being engaged 
in business in the United States.” The con- 
vention had no effect on this type of assets. 


Stock 


Customarily, the securities held in an estate 
are valued, as of date of death, at their fair 
market value. Where listed securities form 
the basis of the estate, they are usually re- 
turned at the mean of the high and low sales 
prices as of the date of death (or in the 
event of the use of optional value, where not 
sold or distributed, one year later), subject 


to the adoption of the theory known as 
“blockage.” * 


Values for any securities unlisted in the 
portfolio are ordinarily obtained from deal- 
ers in the “over-the-counter” market or, in 
the absence of any such source, the fair mar- 
ket values as determined from analyses of 
book values™ or comparative security val- 
ues, or such other methods as might clearly 
reflect the values as of the date of death. 
Of prime significance is the necessity for 
close adherence to rules set forth in the 
Regulations with reference to supporting 
proof of valuations used. 


The outstanding feature of the conven- 
tion seems to center about the compromise 
situs rules adopted. Under the aegis of the 
case of Burnet [Commissioner of Internal 





‘Ss Letter dated May 15, 1945, from Chief of 
Staff, Joint Committee on Internal Revenue Tax- 
ation, relative to the convention with Great 
Britain and Northern Ireland with respect to 
taxes on estates of deceased persons. These 
statements appear prior to the testimony of 
Colin F. Stam, Chief of Staff, Senate Subcom- 
mittee Hearings, swpra, footnote 2, pp. 30-31. 


% As returns do not have to be filed before 
fifteen months after death, certain properties 
frequently can be sold or distributed (by paying 
the tax or posting a bond) before the filing is 
completed. Moreover, there is a lapse of ap- 
proximately eighteen months after filing before 
the audit is commenced unless, for the purpose 
of securing a discharge from personal liability, 
the short-term statute provided under Section 
825A of the Code is utilized either by the exec- 
utor or by his personal representative within 
one year after the application for such early 
determination. Obviously, then, factors which 
were not accurately determinable at the time of 
filing might be reduced to precise terms by the 
time the audit is commenced. 


70 A leading authority on estate and gift tax- 
ation, Randolph E. Paul, says: ‘‘Blockage is 
the recognition of the principle or what has 
been called the ‘pregnant’ fact that a large 
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block of stock cannot be marketed and turned 
into cash as readily as a few shares. ... the 
Treasury has changed its regulations by a 
guarded recognition of the taxpayer’s right to 
prove the influence upon value of the amount 
of stock holdings subject to valuation. [T. D. 
4902, 1939-1 CB 325] . . . In the end the matter 
is one of proof with the burden upon the tax- 
payer of submitting sufficient detailed evidence. 
Questions of this kind require the exercise of a 
delicately balanced judgment and no tribunal 
which is not supplied with ample proof in the 
record can be blamed for refusing to recognize 
that blockage has an effect upon value.’’ Fed- 
eral Estate and Gift Taxation, Section 18.27. 

21 ‘Tf actual sales or bona fide bid and asked 
prices are not available, then, in the case of 
corporate or other bonds, the value is to be 
arrived at by giving consideration to the sound- 
ness of the security, the interest yield, the date 
of maturity, and other relevant factors, and, in 
the case of shares of stock, upon the basis of 
the company’s net worth, earning power, divi- 
dend-paying capacity, and all other relevant 
factors having a bearing upon the value of the 
stock. Complete financial and other data upon 
which the valuation is based should be sub- 
mitted with the return.’’ Regulations 105, Sec- 
tion 81.10. 
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Revenue] v. Brooks [a British subject], the 
policy had been to tax (a) stock ownership 
in United States corporations regardless of 
the situs of the certificates and, by contrast, 
also to tax (b) similar securities of corpo- 
rations organized outside the United States 
if those certificates were in the United States 
as of the date of death. The British repre- 
sentatives accepted the simplicity of the 
former rule in place of the five-rule mon- 
strosity previously employed—not, however, 
without receiving a compensating advantage 
in the form of exclusion of all stocks of 
corporations not organized in the United 
States.* Thus, it will now be possible to 
have large custody or safe-keeping accounts 
in the United States without incurring a tax 
for the privilege. 


Bonds 


Valuation of bonds assumes a similar pat- 
tern to that described for stocks. Specific 
treatment was accorded bonds in Article 
III, 2 (c), which provides that “debts, se- 
cured or unsecured, .. . shall be deemed to 
be situated at the place where the decedent 
was domiciled at the time of death.” 


Cash 


The convention has not affected the treat- 
ment of cash assets to any extent. Indeed, 
Section 863 (b) of the Code specifically ex- 
cludes “moneys deposited with any person 
carrying on the banking business, by or for 
a nonresident not a citizen of the United 
States who was not engaged in business in 
the United States at the time of his death.” 





2 [3 ustc § 1074] 288 U. S. 378 (1933). This 
case involved the common-law doctrine of mo- 
bilia sequunter personam, which was unsuccess- 
fully invoked by the executors of the will of 
Ernest Augustus Brooks in an effort to have cer- 
tain securities of foreign corporations construed 
as having a situs that followed his person and 
thus would not be affected by the actual phys- 
ical situs of the certificates themselves. 

23 Section 82.104, elaborating on the question 
of situs, states: ‘‘Issues of stock, such as are 
common in the United Kingdom, which are evi- 
dences of debts and do not represent stockhold- 
er’s proprietary shares are properly classifiable 
with bonds. Such issues include stock issued by 
municipal or governmental corporations, stock 
issued by public board, and debentures or de- 
benture stock of a corporation.’’ (Article III 
(2) (c) of the convention.) 

24 Care should be taken to distinguish the busi- 
ness relationship identified as a net lease and 
excluded from the specific meaning of the stat- 
utory wording cited above. However, equal 
care should be taken to include (a) every busi- 
ness relationship, such as arbitrage arrange- 
ments; (b) value of partnership assets within 
the country which are distributable to the indi- 
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This asset has caused much concern of late 
Decause of the scope of the phrase “not en- 
gaged in business.” Precedent has clearly 
established that realization of capital gains 
and losses or the collection of dividends and 
interest does not constitute being engaged 
in business. The income tax convention and 
the situs rules regarding certain particular 
assets in Article III of the estate tax con- 
vention tend to extend the exemption pro- 
vided under the law. However, as intimated 
above, the ownership of income-producing 
property, or otherwise being engaged in 
business, might disqualify the estate for 
such an exclusion. It is suggested in some 
private tax-service publications that the pro- 
visions of the law which provide this exclu- 
sion represent the concerted effort of the 
banking fraternity to attract foreign invest- 
ors or, at least, to avoid penalizing United 
States banks in competing for foreign funds. 


The reader may well acquaint himself with 
certain leading cases™ of current import 
reflecting the rigidity with which this section 
of the Code is enforced.” As the present in- 
ternational economic balance has enhanced 
the value of dollar credits in the United 
States, there is a strong possibility that the 
law may be amended to reflect the economic 
trend and eliminate the unwarranted dis- 
parity between estates of citizens and those 
of nonresident aliens. 


Insurance 


Article III 2 (e) of the convention re- 
quires the inclusion of insurance in the de- 
cedent’s estate where he is deemed to have 
been domiciled. Because the Regulations 
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vidual partners; and (c) the ordinary proprie- 
tary value arising out of such intangibles as 
patents, royalties and copyright privileges. 

25 (a) Estate of Karl Weiss [CCH Dec. 14,982], 
6 TC 227, wherein the term ‘‘account for’’ was 
determined to include a deposit in a bank by an 
agent for an undiscolsed principal. 

(b) Prestage case, officially known as City 
Bank Farmers Trust Company v. Pedrick [47-1 
ustc {f 10,536], 69 F. Supp. 517 (DC N. Y., Jan- 
uary 3, 1947), which held, in effect, that a bank 
could hold funds in its own vaults on deposit 
for the account of a nonresident alien and not 
be considered to hold them in its primary ca- 
pacity as trustee. 


(c) For a more thorough consideration of the 
substantive rights of an undisclosed or partially 
disclosed principal, see authorities collected at 
26 ALR 1, frequently used as a source note in 
cases on this point. 


26In the consideration of this aspect a de- 
tailed statement concerning the _ business 
methods, plus a defined status under the newly 
enforced income tax convention, should be 
offered in conjunction with the data submitted 
on the return. 
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provide that “insurance upon the life of a 
nonresident not a citizen” is exempt (Sec- 
tion 863 (a) of the Code), the convention 
does not appear to cause any serious change 
in present practice except, perhaps, in re- 
gard to the control asserted through the 
exchange of fiscal information between the 
United States and the United Kingdom, a 
right so jealously guarded heretofore that 
previous talks on the same subject failed.” 


Other Assets 


It is surprising how many British subjects 
are either remaindermen, life tenants, or 
otherwise interested as beneficiaries of trusts 
or legacies under a will in the United States. 
Sometimes the interest vests; just as fre- 
quently it is contingent. An enormous Amer- 
ican interest in these highly complex issues 
has resulted in an abundance of legal opinion 
and scholarship which could be a life’s study 
in itself. No doubt the representatives of 
the United States and of the United King- 
dom were acutely aware of the difficulty of 
synthesizing this mass into a few formulae 
and workable rules. Therefore, the conven- 
tion is silent on such subjects as “contem- 
plation of death,” “power of appointment” 
and “transfer intended to take effect at death,” 
in sharp contrast to the provisions in Article 
III to the effect that its situs rules have no 
effect “in determining whether the particu- 
lar property may be subjected to tax by rea- 
son of its situs within the taxing country if 
(i) such property passes under a disposition 
not governed by its laws, and (ii) such prop- 
erty is not subjected to the tax by the other 
contracting party for any reason other than 
the application of a specific exemption. In 
such case the situs of the property will be 
determined in accordance with the law of 
the taxing country. This special proviso is 
particularly applicable to cases of settled 
property that come under the provisions of 
the estate duty statute of Great Britain or 
Northern Ireland.” * 


An example of the operation of the fore- 
going proviso in Article III is offered in the 
Regulations, as follows: 


. suppose the decedent in contempla- 


tion of death established a trust for the 


benefit of his children, the property trans- 
ferred by gift to the trust consisting of shares 
of stock of a British corporation evidenced 


*7 See the remarks of Eldon P. King, Special 
Deputy Commissioner, Bureau of Internal Rev- 
enue, Senate Committee Hearings, supra, foot- 
note 2, p. 56 et seq. 

8 Section 82.104 of regulations promulgated 
June 4, 1947. See footnote 1, supra. 
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by certificates physically located in the United 
States. The gift was made six years before 
the decedent’s death and the decedent re- 
tained no possession or enjoyment or any 
other right in the property. The decedent 
and the beneficiaries were domiciled in Great 
Britain and the trust is governed by British 
law. Under the special proviso, the situs 
rules of Article III would be inapplicable 
and the shares of stock would be regarded 
as situated in the United States and sub- 
jected to the Federal Estate Tax, since (i) 
such property passes under a disposition not 
governed by United States Law and (ii) such 
property is not, regardless of any specific 
exemption, subjected to the estate duty im- 
posed in Great Britain.” * 


Credits 


Perhaps no other article of the conven- 
tion, except that establishing the new rules 
of situs, has such far-reaching effect as does 
Article V, which provides formulae for the 
allowance of a credit against the tax as- 
serted by one country where a similar tax 
has been levied on the same property by the 
other country. 


Section 82.107 of the Regulations consid- 
ers this subject at great length and with 
such finality that a paraphrasing of the in- 
formation would be of little use. The fol- 
lowing digest of its provisions appears 
sufficient: 


(1) In order to qualify for the credit, (a) 
the estate in question must have property 
subject to tax by both the United States and 
Great Britain or Northern Ireland and (b) 
a tax must have been levied against the par- 
ticular assets in both countries. The credit 
cannot exceed the federal estate tax attrib- 
utable to such assets. 


(2) The allowable credit is further limited 
by the requirement in Article V (2) (b), ap- 
plying a similar rule to property situated - 
outside both the United States and the United 
Kingdom which is subject to taxation by 
both such countries. Examples of this arti- 
cle in operation are (a) cases where the 
United States assesses taxes against estates 
of its citizens or non-citizens domiciled in 
the United States regardless of situs of prop- 
erty (except real property outside the United 
States) and (b) cases where tax is imposed 
on settled property by Great Britain or 
Northern Ireland, on the assumption in each 
case that some of the estate property is lo- 
cated in a third country. 


29 Ibid. 







































































































































































































































(3) “Paragraph 3 [Article V] deals with 
the order of credits and provides, in sub- 
stantial effect, that the credit authorized by 
the Convention is to be computed after al- 
lowance is made for any other credits against 
the tax. Thus, as in the Canadian conven- 
tion, the credit authorized by the conven- 
tion is subordinated to the credit authorized 
by section 813 (b) of the Internal Revenue 
Code for estate, inheritance, legacy or suc- 
cession tax paid to any state or territory of 
the United States, or to the District of Co- 
lumbia, or to any possession of the United 
States.” * 


General Comments 


The ordinary estate has little concern with 
the highly complex theory of prior-taxed 
property or charitable remainder; and inas- 
much as the convention tends to avoid those 
subjects, no consideration is accorded them 
in this article. 

The Regulations (Section 82.107) require 
the filing of Treasury Form 706e, ‘“Compu- 
tation of Credit for United Kingdom Estate 
Duty,” and a statement by an authorized 
official of the Estate Duty Office of Great 

sritain or Northern Ireland certifying to 
(among other things): 


(a) The full amount of such estate duty, 
as computed before allowance of any credit; 


(b) The amount of any credit, allowance, 
remission or relief and other pertinent in- 
formation; 


(c) The amount of net estate duty payable 
after any such allowance; 


(d) The date on which the duty was paid, 
or, if not all paid at one time, the amount 
and date of each partial payment; 


(e) A list of the property situated in Great 
Britain or Northern Ireland and subject to 
estate duty; 


(f) The fact that no refund of estate duty 
is pending and none is authorized; 


(g) Computation of the duty in accord- 
ance with the applicable provisions of the 
convention; 


(h) If any of the property subject to such 
estate duty is situated outside Great Britain 
or Northern Ireland, as the case may be, 
the description of each item of such property 
and its value; 





3% See Technical Memorandum of the Treasury 
Department on the convention, with particular 
reference to Article V. 





—_—. 


(i) If for any reason property is subjected 
to such estate duty at more than one rate, 
such information pertaining thereto as is 
necessary to determine the correct credit; 


(j) If payment of any portion of such estate 
duty has been postponed, a description of 
the property in respect of which such post- 
ponement was granted; 

(k) If paragraph (2) of Article V of the 
convention is applicable, such information 
pertaining to situs of property as is neces- 
sary to determine the correct credit.” 

With the production of such detail, coupled 
with the provisions set forth in Article VII 
relative to the exchange of fiscal informa- 
tion, it appears as though a greater interest 
will henceforth be shown in Schedules I 
through O, Form 706 (or their counterpart 
in Form 706 NA). Indeed, for the parties 
to the convention to provide a real, full credit 
against each other’s tax, the net assets sub- 
ject to tax ought to be similar, if not iden- 
tical, in value wherever possible. Actually 
this is possible only where Schedule R of 
Form 706 is completed and the proportion 
of deductions to which the estate in the 
United States is entitled is accurately deter- 
mined. 

Heretofore the examining agents of the 
Bureau of Internal Revenue have consist- 
ently refused to allow any deductions what- 
ever (even those solely attributable to the 
estate in the United States) in the absence 
of submission of documentary proof, as re- 
quired by Section 81.68 of Regulations 105 
in ‘order to qualify the estate for the pro- 
portionate deductions based on the ratio of 
the United States assets to all assets wher- 
ever situated. The abundance of information 
submitted on Forms 706e and 706f, when 
certified and accompanied by the will, ought 
to entitle the majority of estates of nonresi- 
dent non-citizens to comparatively large 
savings in federal estate taxes. 

The successful administration of this con- 
vention (in conjunction with its counterpart 
covering income taxes) will serve definitely 
to extend the cooperative spirit that has ex- 
isted for so long a time between the United 
States and the United Kingdom. Although 
the convention is a technical matter for the 
benefit of many estates through their repre- 
sentatives, its terms tend to induce coopera- 
tion by those representatives because of the 
obvious immediate mutual advantages avail- 
able from -cooperation. [The End] 


31 Abstract from the Regulations, which fur- 
ther state that Treasury Form 706f. ‘‘Certifica- 
tion of United Kingdom Estate Duty,’’ is pre- 
scribed for this purpose. 
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A Comparison Between General Corporate Law 


and Federal Income Tax Law 


The Dividend 


By VICTOR R. WOLDER and STANLEY WOLDER 
Attorneys of New York State 


\ ANY federal income taxpayers over a 

period of years have found, much to 
their anguish, that payments received from 
corporations constituted taxable dividends 
in their hands although the payments were 
not called, or intended to be, dividends and 
the éorporation making the payment could 
not, under the laws of the state in which it 
was organized, pay dividends. On the other 
hand, many federal income taxpayers, much 
to their delight, from time to time have re- 
ceived from corporations substantial payments, 
declared to be dividends and distributed as 
dividends, which did not have to be reported 
as dividend income or as any other income 
by the taxpayer. 


It is interesting to explore the reasons for 
this situation. We must start by understand- 
ing that the federal income tax law is a law 
unto itself. On many subjects it has its 
own definitions. It crosses state, national 
and international boundaries. The answer to 
what brings about the vast difference be- 
tween the federal income tax and general 
corporate law can best be found in Section 
115 of the Internal Revenue Code, which 
deals primarily with the income tax treat- 
ment of corporate dividends. 


The differences between the treatment of 
dividends in state corporation statutes and 
in the federal Internal Revenue Code stem 
principally from the fact that the former 
seek to govern corporate conduct and de- 
fine the rights of those who deal with or 
are members of corporations, while the lat- 
ter sets up a system for deriving federal 
revenue. Thus, the federal tax statute gives 


The Dividend 


rise to a separable body of law based largely 
on singular statutory definitions. 


General Corporate Law Definitions 


Since the state laws vary somewhat con- 
cerning the nature of dividends and the 
funds used to pay them, and since the read- 
er’s general familiarity with the laws of his 
own state on this subject may be presup- 
posed, a brief summary in general terms is 
given here. 


Anent the source of funds for dividends, 
in some states reference is made to “sur- 
plus,” in others to “profits” and in still oth- 
ers to “surplus profits.” Some distinguish 
between earned surplus and capital surplus. 

According to one authority,’ “the term 
‘dividend’ as applied to corporate stock may 
be defined as that portion of the profits and 
surplus funds of a corporation which has 
been actually set apart, by a valid act of the 
corporation, for distribution among the stock- 
holders. . . . Dividends and profits are not 
synonymous terms, the latter having a larger 
meaning than the former. .. . Until divi-, 
dends are declared, the surplus profits of a 
corporation are part of its assets and do 
not belong to the stockholders individually. 
.. . The general rule requires a corporation 
to maintain its capital at original value be- 
fore declaration of dividends. ... When a 
corporation reduces its capital stock, ... it 
must retain property actually equal in value 
to the amount of the reduced capital over 
and above its other liabilities, but, if it does 
this, and a surplus remains, such surplus 
may lawfully be distributed among the 
stockholders.” 


1Corpus Juris Secundum, Section 458, etc.: 
‘‘Corporation.”’ 
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In determining whether or not a surplus 
available for dividends exists, a corporation 
need not be governed entirely by initial 
costs, but generally may value or revalue 
assets as of the time of the declaration of 
the dividend. If the revaluation properly 


fixes the actual value of the assets, the fact- 


that a pre-existing or subsequent deficit is 
thereby covered, or an impairment of capital 
restored, does not make the revaluation any 
less legal. Of course, the real and actual 
value of the assets cannot be left to mere 
speculation or to an arbitrary valuation. Be- 
fore there can be a revaluation or a writing 
up of assets on the books of the corporation, 
there must be a real basis for the valuation 
supported by real dividends of real values. 

Section 58 of the New York stock corpo- 
ration law stipulates: 

“No stock corporation shall declare or pay 
any dividend which shal] impair its capital, 
nor while its capital is impaired, nor shall 
any such corporation declare or pay any 
dividend or make any distribution of assets 
to any of its stockholders, whether upon a 
reduction of the number or par value of 
its shares or of its capital, unless the value 
of its assets remaining after the payment of 
such dividend or after such distribution of 
assets, as the case may be, shall be at least 
equal to the aggregate of its debts and lia- 
bilities, including capital.” 

The Annotated Laws of Massachusetts, 
Chapter 156, Section 37, provide that the di- 
rectors of every corporation are jointly and 
severally liable for the debts and contracts 
of the corporation under the following cir- 
cumstances: 

“First—For declaring or assenting to a 
dividend if the corporation is, or thereby is 
rendered, bankrupt or insolvent, to the ex- 
tent of such dividend.” 

Fletcher, in his excellent work on corpo- 
rations, states: “The term ‘profits’. . . cov- 
ers benefits of any kind, excess of value over 
cost, acquisition beyond expenditure, gain or 
advance.” ? 

He goes on to say that “the surplus or net 
profits of a corporation are the difference 
between the total present value of its assets, 
after deducting losses and liabilities, and the 
amount of its capital stock.” * 


2 Corporations, Volume 11, Section 5335, p. 842, 
citing Simcoke v. Sagre, 148 Ia. 132, 126 N. W. 
816, 817, quoted with approval in Booth v. Gross, 
Kelly & Company, 30 N. M. 465, 468, 238 Pac. 
829, 831. 

3 Tbid., pp. 838-839, citing. among other cases, 
Phillips v. Eastern Railroad Company, 138 Mass. 
122. 

4 Crispin [CCH Dec. 8895], 32 BTA 151; J. W. 
Allen &€ Company [CCH Dec. 1353], 3 BTA 1135; 
Coughlin [CCH Dec. 4885], 15 BTA 515. 
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Code Definition 


The Internal Revenue Code definition 
of dividend is very different from that used 
for general corporate purposes. Usually, 
under general corporation law, a dividend 
is formally declared by a resolution of the 
board of directors. But under income tax 
law such formality is not required. More 
often than not, the dividends which cause | 
the most tax grief are those which are not 
intended to be dividends, but which the 
Treasury Department claims are distribu- 
tions intended to be dividends and called by 
a different name.‘ 


The most frequent cases of informal * with- | 
drawal by stockholders, which generally re- 
sult in the Treasury Department’s claiming 
that taxable dividends have been declared, 
occur when a stockholder borrows money 
from a corporation,® or when a salary which 
the Treasury Department claims to be ex- 
cessive is paid.” Other cases of informal 
dividends for tax purposes arise from the 
sale of property by a corporation to a stock- 
holder at a bargain price,® or a payment to 
a corporation by a stockholder of an amount 
in excess of the value of property purchased 
by the corporation might be a dividend? 
Generally, for corporate purposes, a divi- 
dend must be distributed pro rata among 
the stockholders entitled to it. But for in- 
come tax purposes, a distribution need not 
be made to all stockholders in proportion to 
the stockholdings in order to be taxable.” 
There is a host of other situations in which 
a difference exists between the classification 
of a transaction for general corporate pur- 
pose and its classification for internal rev- 
enue dividend status. 


Indirect Dividends 


Where a corporation leases its property 
and the lessee agrees to pay the rentals di- 
rectly to the stockholders in an amount 
equivalent to a certain rate of dividend on 
the lessors’ stock, the stockholders must 
report the rentals as dividends received. 
U.S. v. Joliet & Chicago R. R. Co. [42-1 ustc 
7 9222], 315 U. S. 44; Regulations 111, Sec- 
tion 29.22 (a)-19. 


5 Formal declaration is not necessary. Hudson 
[38-2 ustc 9576], 99 F. (2d) 630; Helvering v. 
Gordon [37-1 ustc {§ 9088], 87 F. (2d) 663. 

® See Cohen [41-2 ustc {§ 9561], 121 F. (2d) 348. 

7 Regulations 103, Sections 19.23 (a)-6, 7. 

8 Palmer v. Commissioner, supra, 

°H. K. L. Castle [CCH Dec. 3265], 9 BTA 931. 

10 Cleveland Shopping News Company v. Rout- 
zahn [37-1 ustc { 9287], 89 F. (2d) 902; Cohen 
v. Commissioner [35-1 ustc { 9305], 77 F. (2d) 
184, cert. den. 296 U. S. 610. 
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Where corporate property is transferred 
to stockholders, whether by sale or ex- 
change, by a court order for an amount less 
than its fair market value, the difference is 
taxable as a dividend. Timberlake v. Com- 
missioner [42-2 ustc J 9822], 132 F. (2d) 259, 
aff'g [CCH Dec. 12,517] 46 BTA 1082; Eliza- 
beth S. Trake Trust [CCH Dec. 13,196], 1 
TC 1131; Regulation 111, Section 29.22 (a). 


3ut acquisition of the right to purchase 
property through the court order does not 
result in a dividend unless and until the 
right is exercised. Choate v. Commissioner 
[42-2 ustc J 9555], 129 F. (2d) 684. 


The market price at the time a plan to 
distribute rights was adopted by the court 
order, is what controls. Palmer v. Commis- 
stoner [37-2 ustc J 9532], 302 U. S. 63. 


A transfer of court note property by way 
of gift on behalf of a stockholder will result 
in a dividend taxable as such. Clark v. Com- 
missioner [36-2 ustc J 9364], 84 F. (2d) 725; 
Security First National Bank of Los Angeles 
[CCH Dec. 8098], 28 BTA 289. Cf. Helvering 
v. Gordon [37-1 ustc J 9088], 87 F. (2d) 663. 


Proceeds of insurance policies distributed 
by or through a trust may be dividends to 
the recipient stockholders. Cummings v. 
Commissioner [4 ustc J 1360], 73 F. (2d) 477; 
Golden v. Commissioner [40-2 ustc ] 9565], 
113 F. (2d) 590. 


So, too, payment of premiums of a policy 
on the life of a stockholder-officer may be 
deemed a dividend distributed to him. Earl 
Everett Jameson [CCH Dec. 12,400-F, BTA 
memo. op. (1942). But cf. Lewis v. O’Malley 
[44-1 ustc J 9137, 140 F. (2d) 735. 


A redemption of stock in some situations 
would result in a taxable dividend. Suppose 
A and B own all the stock of Z Corporation. 
If they have accumulated earnings which 
they employ to redeem a fixed percentage 
of each of their holdings, the Commissioner 
might very well establish that while the 
transaction constituted a partial liquidation 
in form, the result was equivalent to the 


1 For a review of the ‘‘form and substance’’ 
question, see Paul, Studies in Federal Taxation 
(1937), p. 89. 

"See, for example, Affiliated Enterprises, Inc. 
(CCH Dec. 11,258], 42 BTA 390; rev’d on other 
grounds [41-2 ustc { 9735], 123 F. (2d) 665; cert. 
den. 315 U. S. 812. 

“ Regensburg v. Commissioner [44-2 ustc 
19412], 144 F, (2d) 41 (CCA-2); Crispin, supra; 
Roy J. Kinnear [CCH Dec. 9686], 36 BTA 153, 
appeal dism’d 95 F. (2d) 997 (CCA-9). Cf. Ben 
R. Meyer [CCH Dec. 12,095], 45 BTA 228, where 
a loan was held to be a dividend even though 
the borrower was not a stockholder of the lender 
but of the parent lender. 
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distribution of a taxable dividend. Cf. United 
National Corporation [CCH Dec. 13,295], 2 
TC 11 (1943); rev’d on other grounds [44-2 
usTC J 9367], 143 F. (2d) 580 (CCA-9, 1944). 


Form and Substance 


One factor in the different approach to 
dividends by ‘general state law and federal 
tax law is the attitude of the courts that 
substance rather than form controls the in- 
terpretation of distributions.” 

Compensation to stockholders in the form 
of salaries or bonuses, especially if made in 
proportion to stockholders’ buildings, are 
susceptible of treatment as dividends.” 


Loans to Stockholders 


Generally, a loan made to stockholders 
may constitute a dividend if at the time of 
the loan there was no bonafide intent to 
make repayment. Where a loan has been 
determined not to constitute a dividend, the 
fact of later repayment is important.* Upon 
cancellation of a loan, a dividend to the 
stockholder-borrower may be deemed to 
have been made as of the date of cancella- 
tion.” 


Stockholders’ Dividends 


Sometimes an otherwise taxable dividend 
is tax free because of a stockholder’s agree- 
ment. Thus, where a cash dividend is re- 
ceived subject to an agreement to purchase 
stock, the transaction may be viewed as the 
receipt of a nontaxable stock dividend.” 
So, too, where a stock dividend, ostensibly 
taxable, is received but is required to be ex- 
changed for a nontaxable class of stock, no 
taxable dividend is received.” 


Section 115 Definition 


Section 115 (a) of the Internal Revenue 
Code defines a dividend as any distribution 
made by a corporation to its shareholders, 
whether in money or in property, (1) out 


14 Moses W. Faitoute [CCH Dec. 10,079], 38 
BTA 32; Rollin C. Reynolds [CCH Dec. 11,796], 
44 BTA 342. 

1 Cohen v. Commissioner [35-1 ustc { 9305], 
77 F. (2d) 184, cert. den. 296 U. S. 610; Allen 
v. Commissioner [41-1 ustc { 9245], 117 F. (2d) 
364. But cf. Sala v. Commissioner [45-1 ustc 
{ 9114], 146 F. (2d) 228 (writing off debt as un- 
collectible is not a cancellation and is not effec- 
tively a dividend). 

1% U, 8S. v. Mellon [1 ustc 7 68], 281 F. 645; 
Jackson v. Commissioner [2 ustc { 790], 51 F. 
(2d) 650. 

11 Charles F. Mitchell [CCH Dec. 12,106], 45 
BTA 300. 
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of its earnings or profits accumulated after 
February 28, 1913, or (2) out of the earnings 
or profits of the taxable year (computed as 
of the close of the taxable year without di- 
minution by reason of any distributions made 
during the taxable year) regardless of the 
amount of earnings and profits at the time 
the distribution was made.* 


A Difficult Problem 


Assume that a corporation never had any 
paid-in surplus. It had a capital of $500,000 
paid in; but its deficit operations year in and 
year out, from the time of its existence re- 
duced the capital to $100,000. In the tax 
year 1945, the taxpayer, as a result of for- 
tuitous circumstances, had net earnings of 
$200,000 after all deducttions and credits of 
every kind and nature. The corporation for- 
merly paid a salary of $50,000 a year to its 
president, but in the particular tax year paid 
him $150,000, of which, let us say, $50,000 is 
excessive compensation. The president also 
happens to be the sole stockholder of the 
corporation, or owns a vast majority of the 
stock. Under federal tax law the excess of 
$50,000 distributed to the president would be 
taxable as a dividend to the president stock- 
holder for income tax purposes “—although 





18 Section 115 also defines several other phases 
of the law with regard to dividends. These in- 
clude Section (b), source of distribution from 
which dividends are made; (c), distributions 
made in liquidation; (d), other distributions 
made from capital; (e), distributions made by 
so-called ‘‘personal service corporations’; (f), 
stock dividends; (g), effect of redemption of 
stock; (h), effect of distribution of stock on 
earnings and profits; (i), definition of partial 
liquidation; (j), valuation of dividends; (k), 
consent distributions; (1), effect of gain or loss 
and of receipt of tax-free distributions on earn- 
ings and profits; (m), earnings and profits—in- 
crease in value accrued before March 1, 1913. 

19 Reglulations 111, Section 29.23 (a) (7). 

20 Randall v. Bailey, 288 N. Y. 280, 43 N. E. 
(2d) 43. 

21 Jd., 175 Misc. 589, 23 N. Y. S. (2d) 173. See 
also comment in 89 Pennsylvania Law Review 
822. 

22 Northern Bank & Trust Company v. Day, 
83 Wash. 296, 145 Pac. 182. 

23 Tbid. 

24 Ibid. In the Randall case, the plaintiff, suing 
as trustee, sought to recover from directors divi- 
dends declared and paid from 1928 to 1932 by 
the Bush Terminal Company, a corporation, on 
the ground that they were paid from capital. 
The Bush Terminal Company had purchased 
land from 1902 to 1905 which increased in value 
with the passing years. In 1915 and 1919, the 
directors wrote up the increased value on the 
corporate books. From 1928 to 1932, the value 
of the land was in excess of the value to which 
it had been increased on the corporate books. 
The question before the court, as stated in the 
opinion, was as follows: 

“If the directors of Terminal were permitted 
to include among the corporate assets the value 


under general corporate law, in a state 
where a corporation may not distribute a 
dividend if its accumulated deficit and capi- 
tal are impaired, it could not lawfully de- 
clare and distribute a dividend. Under these 
circumstances the combined federal income 
taxes paid by the corporation and the tax- 
payer are often more than 100 per cent of 
the income sought to be taxed. 


Unrealized Appreciation 
or Depreciation 


It has been held that for general corporate 
purposes surplus may represent an increase 
in valuation of land or other assets upon 
revaluation of a corporation’s fixed prop- 
erty.” Unrealized appreciation may be con- 
sidered in determining whether a surplus 
from which dividends can be declared ex- 
ists." And if the directors and stockholders 
act honestly an in good faith in placing a 
value upon them, no creditor can success- 
fully complain.” If it is clear to the court 
that the transaction was carried out in good 
faith in all particulars, and in the exercise 
of a judgment fairly and honestly directed, 
it will be sustained.” Nor is bad faith nec- 
essarily shown by the fact that the company 
subsequently becomes insolvent.* It is also 


of the land at the amount at which it was 
valued on the books from 1919 onward there 
was a surplus for the payment of dividends and 
no recovery may be had in this action. If it 
must be carried at cost then the directors un- 
justifiably declared and paid the dividends which 
plaintiff seeks to recover. The question pre- 
sented, therefore, is: may unrealized apprecia- 
tion in value of fixed assets held for use in car- 
rying on a corporate enterprise be taken into 
consideration by directors in determining 
whether a corporate surplus exists from which 
cash dividends may be paid to stockholders.”’ 


The Court of Appeals of the State of New 
York held that unrealized increase in value of 
assets could be considered in computing surplus: 


‘“‘The Legislature having declared that divi- 
dends may be paid when there is no impairment 
of capital or capital stock caused thereby, and 
when the value of the corporate assets remain- 
ing after the payment of such dividends is at 
least equal to the aggregate amount of its debts 
and liabilities including capital or capital stock 
as the case may be... in other words, from its 
surplus, our inquiry turns to the question 
whether surplus may consist of increases result- 
ing from a revaluation of fixed assets. Surplus 
has been well defined as follows: In Hdwards 
v. Douglas [1 ustc § 146], 269 U. S. 204, 214, 
(Brandeis, J.), ‘The word ‘‘Surplus’’ is a term 
commonly employed in corporate finance 
and accounting to designate an account on cor- 
porate books. The surplus account represents 
the net assets of a corporation in excess of all 
liabilities including its capital stock. This sur- 
plus may be ‘‘paid-in surplus,’’ as where the 
stock is issued at a price above par. It may be 
‘earned surplus,’’ as where it was derived 


(Footnote 24 continued on page 915) 
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necessary, in fixing the value of the particu- 
lar assets, to make a proper allowance for 
probable loss. Deduction must be made for 
depreciation, wear and tear and other causes. 
Allowance must be made to replace wasting 
assets. Expenses paid out may not be con- 
sidered. Only the value of the assets re- 
maining may be considered. Where the value 
of any thing depends on a contingency, due 
allowance must be made. Profits of a for- 
mer year may not be stated as a separate 
item. 


For income tax purposes, unrealized in- 
creases or decreases in value of property 
are not taken into account in computing 
earnings or profits. That they are written up 
or written down on the books of a corpora- 
tion is immaterial. Mere unrealized increase 
in the value of an asset does not bring sur- 
plus into a corporation for income tax pur- 
poses.” Of course, a write-down reflecting 
worthlessness of an asset which had a cost 
for tax purposes may sometimes reduce 
earnings and profits. The following test 
generally may be applied: if for any reason 
a write-down of an asset is recognized in 
determining a net profit for income tax pur- 
poses in any taxable year, it will be recog- 
nized likewise to decrease earned surplus. 
For income tax purposes, a taxable net in- 
come standard is more closely followed 
than the accounting standard. General cor- 
porate law for the purpose of determining 
whether a corporation has surplus for divi- 
dend purposes is not followed. General cor- 
porate law will usually follow sound 
accouunting practices for its own purposes. 


For quite some time there were indica- 
tions that although a corporation had un- 
realized appreciation in the value of an asset 


(Footnote 24 continued) 

wholly from undistributed profits; or it may, 
among other things, represent the increase in 
valuation of land or other assets made upon a 
revaluation of the company’s fixed property. See 
La Belle Iron Works wv. U. 8., [1 ustc { 48], 256 
U.S. S77, 3B." *” 


> Commmissioner v. Estate of H. H. Timken 
144-1 ustc § 9276], 141 F. (2d) 625 (CCA-6, 1944). 
Increase in the value of shares held in another 
corporation, during the holding period, did not 
affect earnings. Avalon Investment Company, 
[CCH Dec. 12,825(B)], BTA memo. op., (1942). 

A refund allowed to a stockholder who had 
returned a distribution from a corporation as a 
dividend where it appeared that such distribu- 
tion was actually on the basis of earnings of a 
subsidiary corporation which had not been dis- 
tributed to or received by the parent corporation 
in which the petitioner held stock. The corpo- 
rate entities were separate. Page v. Haverty 
[42-2 ustc 9571], 129 F. (2d) 512 (CCA-5, 1942). 

In Walter B. Congdon [CCH Dec. 13,968(M)], 
3 TCM 516 (1944), petition for review dismissed 
150 F. (2d) 1021 (CCA-8, 1945), following the 


The Dividend 


and the distribution in kind of that asset 
did not result in taxable income to it, such 
a distribution might result in a dividend 
taxable as ordinary income to the taxpayer. 
It has since been determined, however, that 
in many instances such a dividend would not 
result in the receipt of ordinary income by 
the taxpayer. For such a dividend to be 
taxable to the taxpayer, the corporation 
must have accumulated earnings for tax 
purposes since February 28, 1913, or earned 
profits in the taxable year when the divi- 
dend is distributed. The mere appreciation 
in the value of the asset cannot be taken into 
consideration. Thus, it has been held that a 
distribution of stock of another corporation 
which had greatly increased in value while 
held by the distributing corporation, could 
not be considered as out of earnings and 
profits where the corporation had already 
distributed all accumulated and realized 
profits in cash. The taxpayer properly ap- 
plied the stock distribution against the cost 
basis of his stock in the distributing cor- 
poration.” In a later case, the taxpayers, 
during 1936, owned common _ stock in 
Corporation A, from which they received 
cash dividends and shares of stock in Cor- 
poration B as a property dividend. The 
Commissioner subjected to taxation in the 
hands of the stockholder-taxpayer all the 
cash dividends plus the property dividends 
in view of the increase in the value of the 
property in the hands of Corporation A. 
Since the cash distributions had exhausted 
all the earnings and profits of Corporation 
A, the remainder of the property distribu- 
tion was held to be a distribution of capital 
within the meaning of Section 115 (d), and 
should have been applied to reduce the basis 


Timken case, it was held that distribution of 
certificates of another corporation to the tax- 
payer was not a dividend (except as to an 
undisputed extent of earnings available for dis- 
tribution as dividends) in that the value of the 
certificates when distributed consisted largely 
of appreciation while they were owned by the 
distributing company. 

26 See George F. Baker, Jr., Exr. v. Commis- 
sioner [36-1 ustc { 9047], 80 F. (2d) 813 (CCA-2, 
1936), aff’g [CCH Dec. 8162] 28 BTA 704, in 
which the court refused to allow a deduction 
for a bad debt in computing earnings or profits 
on the ground that it had never been charged 
off. If the debt was in fact bad, it should re- 
duce earnings or profits even though not charged 
off. Any other result would require 100 per cent 
acceptance of the ‘‘net income’ ’theory as fully 
determinative of available earnings or profits, a 
concept which is clearly erroneous. 

7 Estate of H. H. Timken, supra. For com- 
ment on this decision, see J. K. Lasser’s ‘‘Tax 


Clinic,’’ 77 Journal of Accountancy 498 (June, 
1944). 


915 





of the taxpayer’s stock in Corporation A.” 


Other cases have consistently followed the 
above.” 


Capitalization of Earned Surplus 


The distribution of a stock dividend may 
or may not result in a dividend taxable to 
stockholders even though the corporation 
has earnings for the taxable year or sub- 
stantial accumulated earnings as of the be- 
ginning of the taxable year. A dividend of 
common stock on common: stock is not 
taxable;” nor is a dividend of preferred 
stock to the common stockholders taxable 
if there are no other stockholders.” A 
dividend in stock which does not change the 
voting and equity ratio is not taxable.™ 
Such nontaxable stock dividends do not re- 
duce profits or earnings available for sub- 
sequent distributions which would be taxable. 
Yet, under general corporate law, such non- 
taxable stock dividends would increase capi- 
tal and reduce the amount of surplus and 
profits available for dividends. This is often 
an important factor after a corporation re- 
organizes. 


Tax-Free Reorganizations 


For the purpose of determining accumu- 
lated earnings or profits, consideration must 
be given to the effect of a reorganization on 
the company’s prior accumulated earnings 
or deficit. The law appears to be well estab- 
lished that a tax-free reorganization has no 
effect on the prior earned surplus or deficit 
position of the taxpayer. This rule is one of 
judicial development, and is not of statutory 
origin. The doctrine was first enunciated in 


*8 Henry S. McKee [CCH Dec. 14,038(M)], 3 
TCM 683 (1944); petition for review dismissed 
on stipulation, 150 F. (2d) 404 (CCA-9, 1945). 

2 Hstate of John H. Acheson [CCH Dec. 
14,260(M)], 3 TCM 1242 (1944); Marlen Realty 
Company [CCH Dec. 14,226(M)], 3 TCM 1178 
(1944), petition for review dismissed by consent 
151 F. (2d) 1016 (1945); J. L. Washburn Estate, 
Inc. [CCH Dec. 14,233(M)], 3 TCM 1192 (1944), 
petition for review dismissed by consent 151 F. 
(2d) 1016 (1945); Howard C. Platt Trust [CCH 
Dec. 14,664(M)], 4 TCM 715 (1945) petition for 
review dismissed 154 F. (2d) 1017 (CCA-9, 1946); 
G. W. Grandin [CCH Dec. 14,863(M)], 4 TCM 
1031 (1945); Southwest Consolidated Corporation 
[CCH Dec. 14,937(M)], 5 TCM — (1946); R. D. 
Merrill Company (CCH Dec. 14,431], 4 TC 955. 

% Fisner v. Macomber [1 ustc { 32], 252 U. S. 
189. 

31 Strassburger v. Commissioner 
{ 9363], 318 U. S. 604. 

%2 Ibid. 

33 [3 ustc { 978] 60 F. (2d) 931 (CCA-2, 1932); 
cert. den. 287 U. S. 667. 

% See Harry J. Rudick, ‘‘Dividends and Earn- 
ings or Profits Under the Income Tax Law: 


[43-1 ustc 


Commissioner v. Sansome,* and now seems 
to be taken for granted.™ 


Judge Learned Hand, in the Sansome case 
said: 


. a corporate reorganization which 
results in no ‘gain or loss’ under section 112 
of the present law does not toll the com- 
pany’s life as a continued venture under 
section 115 of the present law, and ... what 
were ‘earnings or profits’ of the original, 
or subsidiary, company remain, for pur- 
poses of distribution, ‘earnings or profits’ 
of the successor, or parent.” * 


The theory behind the Sansome doctrine 
is explained in Estate of Howard H. McClin- 
tic *® as follows: 


“The Sansome decision is predicated on the 
thought that a tax-free exchange does not 
operate to ‘break the continuity of the cor- 
porate life’ and that therefore when a reor- 
ganization ‘does not toll the company’s life 
as continued venture’ the earnings of the 
‘original, or subsidiary, company remain 

. “earnings or profits” of the successor, 
or parent.’ This is because such reorganiza- 
tions do not result in any ‘gain or loss’ to 
the shareholder participating in them.” 


This same rule is followed in many other 
cases.” 


The tax-free recapitalization of a corpora- 
tion under Section 112 (g) (1) does not 
change capital into accumulated earnings or 
profits which may be taxable when dis- 
tributed, or turn accumulated earnings or 
profits into nontaxable capital when dis- 
tributed. 


This point was directly before the United 
States Supreme Court in the case of Com- 


Corporate Non-Liquidating Distributions,’’ Uni- 
versity of Pennsylvania Law Review, May, 1941. 
See also U. 8S. v. Kauffmann, 62 F. (2d) 104 
(CCA-9, 1933); H. R. Rep. No. 2894, 76th Con- 
gress, Third Session (1940), p. 41 of Ways and 
Means Committee Report. 

% Supra, footnote 33. Senate Report No. 2114, 
Seventy-sixth Congress, Third Session (1940), 
pp. 23-24 of Finance Committee Report. 

36 [CCH Dec. 12,580] 47 BTA 188 (1942). 

7U, §. v. Kauffmann (1933 CCH { 9089], 62 
F. (2d) 1045 (CCA-9); Helen v. Crocker [CCH 
Dec. 8363], 29 BTA 773; Murchison Estate v. 
Commissioner [35-1 ustc {| 9262], 76 F. (2d) 641 
(CCA-5); Fain v. Commissioner, 76 F. (2d) 1008 
(CCA-5), cert. den. 296 U. S. 588; Baker v. Com- 
Missioner, supra; Corrigan v. Commissioner 
[39-1 ustc { 9449], 103 F. (2d) 1010 (CCA-3), 
cert. den. 308 U. S. 576; Stanton Corporation 
[CCH Dec. 11,745], 44 BTA 56, 81 Barnes v. 
U. 8. [38-1 ustc § 9067], 22 F. Supp. 282 [DC 
Pa.). Cf. Coudon v. Tait [3 ustc | 996], 61 F. 
(2d) 904 [CCA-4), cert. den. 289 U. S. 733, Harter 


v. Helvering [35-2 ustc {| 9492], 79 F. (2d) 12, 18 
(CCA-2). 


916 October, 1947 © TAXES—The Tax Magazine 


miss 
The 
con\ 
late 
plus 
divi 
yea! 
stoc 
boo! 
por 
tion 
rece 
for 
valt 
of t 
an | 
$45, 
whe 
div’ 
ext 
7 
tril 
the 
den 
nuk 
tax 
for 
112 





seems 
> Case 


vhich 
n 112 
com- 
inder 
what 
ginal, 

pur- 
‘ofits’ 


ctrine 
cClin- 


yn the 
Ss not 
> cor- 
reor- 
's life 
f the 
-main 
essor, 
niza- 
ss’ to 


” 


other 


‘pora- 
S not 
igs or 
| dis- 
es or 


1 dis- 


Mnited 


Com- 


’ Uni- 
, 1941. 
) 1045 
1 Con- 
rs and 


. 2114, 
1940), 


9], 62 
[CCH 
ate v. 


yazine 


missioner v. Estate of Edward T. Bedford.™ 
There the taxpayer was faced with the exact 
converse. It had capitalized certain accumu- 
lated earnings by charging against its sur- 
plus account certain nontaxable stock 
dividends which it had distributed in prior 
years, The result of the distribution of these 
stock dividends left the corporation with a 
book deficit in 1937. In that year the cor- 
poration underwent a tax-free reorganiza- 
tion under Section 113 (g) (1) (B) and 
received some new stock, plus some cash, 
for its old. By comparing the fair market 
value of the old stock with the market value 
of the new stock and cash, the taxpayer had 
an admitted gain of $139,740, although only 
$45,240 was in cash. The sole issue was 
whether the cash was taxable as an ordinary 
dividend or merely as a capital gain to the 
extent of forty per cent. 


The precise question was whether the dis- 
tribution of cash in this recapitalization had 
the effect of a distribution of a taxable divi- 
dend under Section 112 (c) (2) of the Reve- 
nue Act of 1936 and as such was fully 
taxable, or was taxable only at the rate of 
forty per cent as a capital gain under Section 
112 (c) (1) of that act. In answering the 
question, the Supreme Court said: 


“Under Section 115 (a) a distribution out 
of accumulated earnings and profits is a 
‘dividend’ thus confirming the conclusion 
that a distribution of earnings and profits 
has the ‘effect of a distribution of a taxable 
dividend’ under Section 112 (c) (2). 


“Recapitalization does not alter the ‘ef- 
fect’. Although the capital of a company is 
reduced, the cash received is a distribution 
of earnings and profits and as such falls 
within the federal tax. That the company’s 
treatment of its stock dividends may bring 
consequences under State law requiring a 
capital reduction does not alter the character 
of the transactions which bring them within 
the federal income tax. Recapitalization is 
one of the forms of reorganization under 
Section 112 (g) (1) (D). It cannot therefore 
be urged as a reason for taking the transac- 
tion out of the requirements of Section 112 
and forcing it into the mold of Section 115. 
The reduction of capital brings Section 112 
into operation and does not give immunity 
from the requirements of Section 112 (c) (2).” 


The Tax Court in the same case ™ pointed 
out that what might be surplus or deficit 
under state law might not be a surplus or 
deficit under federal law for purposes of 


* [45-1 ustc J 9311] 65 S. Ct. 1157 (1945). 
* [CCH Dec. 12,938] 1 TC 478. 


The Dividend 


taxable dividends. Judge Arundell, speaking 
for the Tax Court, said: 


“Petitioners’ final argument, as we under- 
stand it, is that the cash payment should not 
be treated as a dividend because the com- 
pany had a book deficit and was thereby 
prohibited by state law from declaring divi- 
dends. Petitioner contends that an ordinary 
dividend would not and could not be de- 
clared, and it is urged that it would be 
improper to regard a distribution made in 
connection with a reorganization as a divi- 
dend when under state law a dividend could 
not legally be declared. The answer to this 
argument is plain. The revenue act has its 
own definition of a dividend. The corpora- 
tion for purposes of federal income taxa- 
tion, had a substantial surplus rather than 
a deficit; any distribution by a corporation 
having earnings or profits is presumed by 
Section 115 (b) for the purposes of federal 
income taxation to have been out of those 
earnings or profits; and any such distribu- 
tion is declared by Section 115 (a) to be a 
dividend.” 


Reorganizations 


One leading dictionary authority “ defines 
"reorganization of corporation” as follows: 


“The carrying out by proper agreements 
and legal proceedings of a business plan or 
scheme for winding up the affairs of a fore- 
closing mortgage or mortgages upon the 
property of an insolvent corporation, more 
frequently railroad corporations. It is usual- 
ly by the judicial sale of the corporate prop- 
erty and franchises, and the formation by 
the purchasers of a new corporation in 
which the property and franchises are there- 
upon vested, and the stocks and bonds of 
which are divided among such of the parties 
interested in the old company as are parties 
to the reorganization plan.” 


This is quite different from the definition 
of reorganization for income tax purposes. 


Code Section 112 (g) has its own defini- 
tion of what constitutes reorganization for 
income tax purposes. The term “reorgani- 
zation” means (a) a statutory merger or 
consolidation; (b) the acquisition by one 
corporation, in exchange solely for all or a 
part of its voting stock, of at least eighty 
per cent of the voting stock and at least 
eighty per cent of the total number of shares 
of all other classes of stock of another cor- 
poration; (c) the acquisition by one corpora- 
tion, in exchange solely for all or a part of 


* Ballentine Law Dictionary. 
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its voting stock, of substantially all the 
properties of another corporation, although 
in determining whether the exchange is sole- 
ly for voting stock the acquiring corpora- 
tion’s assumption of a liability of the other, 
or the fact that property acquired is subject 
to a liability, is to be disregarded; (d) a 
transfer by a corporation of all or a part of 
its assets to another corporation if immedi- 
ately after the transfer the transferor or its 
shareholders or both are in control of the 
corporation to which the assets are trans- 
ferred; (e) a recapitalization; (f) a mere 
change in identity, form, or place of or- 
ganization, however effected. The term “a 
party to a reorganization” includes a cor- 
poration resulting from a reorganization, and 
includes both corporations in the case of re- 
organization resulting from the acquisition of 
stock or properties of one corporation by 
another. 


The statutory grounds, for income tax 
purposes, as to why a transaction results in 
a tax-free reorganization, can be found in 
Section 112 (b) of the Internal Revenue 
Code. These might be summarized as follows: 


(1) Exchange of property, held for pro- 
ductive use in trade or business or for invest- 
ment solely, for property of the same kind 
to be held for the same purpose. 


(2) Exchange of common stock in a cor- 
poration for common stock, or exchange of 
preferred stock for preferred stock. 


(3) Exchange of stock or securities in a 
corporation, which is a party to a reorganiza- 
tion, by any party to a plan of reorganization 
for stock or securities of such corporation or 
another corporatoin which is a party to the 
reorganization. 


(4) Exchange of property by a corpora- 
tion which is a party to a plan of reorganiza- 
tion, solely for stock or securities in another 
corporate party to a reorganization. 

(5) Transfer of property to a corporation 
by one or. more persons, solely in exchange 
for stock or securities of such corporation 
where immediately after exchange such per- 
son or persons are in control of the cor- 
poration. 


(6) Complete liquidation of one corpora- 
tion by another corporation in pursuance of 
a plan of reorganization. — 


(7) In certain limited cases, complete 
liquidation of a domestic corporation. 


(8) Exchange or distribution in obedience 


to Securities and 
orders. 


Exchange Commission 


(9) Reorganization of a railroad corpora- 
tion in a receivership or proceeding under 
the National Bankruptcy Act. 


(10) Transfer of property in a receiver- 
ship, foreclosure or similar proceeding or a 
Section 77 (b) or Chapter X proceeding 
under the National Bankruptcy Act, to an- 
other corporation solely for stock or se- 
curities. 


(11) Involuntary conversion. 


There are other grounds. 


Conclusion 


The foregoing indicates how varied are 
the laws under which a person must oper- 
ate in the everyday affairs of life. For one 
purpose, one body of laws regulates his 
existence; for another purpose, another group 
of laws controls. What might appear a very 
simple transaction to one lawyer seems com- 
plex and frought with many dangers to 
another. Frequently a man enters what 
appears to be a bookkeeping transaction, 
only to find that he has incurred an enor- 
mous tax liability. Another time a mere 
bookkeeping transaction creates a large loss 
which eliminates any income and enables 
him to secure a refund of substantial taxes 
previously paid. At first glance it would ap- 
pear to be progressive legislation for any 
state to amend its laws in order to adhere 
more closely to the statutory definition as 
set forth in the federal Internal Revenue 
Code. But the problem is more complex. 
The general corporate state laws are de- 
signed to protect people in their dealings 
with one another, to eliminate frauds, to 
clarify title to assets and property. The 
federal income tax laws on the other hand, 
are designed to raise revenue. The federal 
tax laws often vary from year to year. State 
laws remain quite constant and, in general, 
change only to give people greater protec- 
tion and remedies in a progressive manner. 
The tax revenue act depends almost entirely 
on economic philosphy, the needs of the 
government and attempts by taxypayers 
lawfully to avoid the income tax laws. It is 
doubtful whether the time will come when 
state laws adequately coincide with federal 
laws. But it certainly would be a forward 
step for all state and federal authorities to 
work more closely in that direction. 


[The End] 
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The National Grinding Wheel Case 
Threatens Relief Claims 


By GUSTAVE SIMONS, 


WILLIAM J. SHULTZ 


N “The Missing Link in Relief Cases,” 
published in the September, 1946, issue 
of TAxEs—The Tax Magazine, two of the 
authors of this article warned readers of the 
necessity to prove demand in reconstructing 
sales in claims for excess profits tax relief 


under Section 722 of the Internal Revenue 
Code. 


Support for this warning was derived from 
quotations out of the government brief in the 
National Grinding Wheel case, then pending 
in the Tax Court. 


The need for these warnings has been 
well borne out. The Tax Court, in its opin- 
ion in National Grinding Wheel Company v. 
Commissioner [CCH Dec. 15,834], 8 TC —, 
No. 152, promulgated June 26, 1947, ruled 
that even where additional physical capacity 
is established, it is none the less necessary, 
in reconstructing normal income, to demon- 
strate that increased capacity could have 
been sold to the taxpayer’s market. 


Proof of Demand 


The court said: 

“Unless there is sufficient reason to be- 
lieve that greater capacity in each year of 
the base period would have resulted in greater 
sales in each, then there is no reason urged 
for using other than actual earnings for that 
year. The petitioner suggests, as the final 
step, that ‘a fair and just amount represent- 
ing normal earnings’ is a constructive aver- 
age base period net income based upon its 
actual sales, either for the last three months 
or for the last six months of 1939, upon the 
theory that if it had had the capacity through- 
out the base period which it had at the end 
of that period, it would have captured as 
much business throughout that period as it 
actually captured during the last three months 
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or during the last six months of the period. 
It is not asking that sales to Ford after 
December 31, 1939, be considered. 


“The business of the petitioner was not 
new during the base period but was then 
well established. The present management 
had taken over in 1923. The evidence shows 


.that the management and sales force were 


aggressive and were doing everything which 
they could to make sales and to obtain ad- 
ditional business all during the base period. 
The petitioner was doing better than most 
of its competitors in obtaining and retaining 
customers during those years. It was in- 
creasing its capacity as it saw the need 
therefor. 


“However, the petitioner was not able to 
sell during 1936 as much merchandise, de- 
spite the earnest efforts of its salesmen, as 
it could have produced in that year without 
overtaxing its capacity or as it actually pro- 
duced. Its kilns and ovens were not oper- 
ated at full actual capacity during that year 
and sales for the year did not equal actual 
production. Inventories of finished goods 
increased. The evidence shows also that the 
petitioner was building kilns and ovens just 
as fast as need for them appeared. It had 
sufficient funds at all times during the base 
period with which to build such additional 
kilns or ovens as it deemed necessary. The 
president of the petitioner testified that it 
needed an office building in 1936 more than 
it needed kilns. It built some additional 
ovens during 1936. The record as a whole 
does not justify the conclusion that a lack 
of capacity to produce restricted sales dur- 
ing 1936 or, to state it differently, that the 
petitioner’s sales for that year would have 
been larger if its capacity had been substan- 
tially greater. 
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“It is quite apparent, and one of the offi- 
cers of the petitioner conceded, that the 
petitioner’s profits from about September, 
1937, until some time in 1939 were limited 
by its ability to sell its product and not by 
its ability to manufacture.” 


Since the publication of “The Missing 
Link in Relief Cases,” there has been con- 
siderable development of thought in methods 
of establishing demand, and many statistical 
and marketing studies have been laid before 
the Bureau and its various agencies. 


It is the purpose of this article to bring 
our thinking up to date in this field. 


The Treasury has posed a difficult prob- 
lem to the excess profits taxpayer with a 722 
(b) (4) claim when it requires, in addition 
to reconstruction of sales for the base pe- 
riod, proof of demand for the sales volume 
so reconstructed. Actual proof of demand 
to sustain a hypothetical reconstructed level 
of sales is impossible. The only evidence of 
sustaining demand that can possibly be de- 
veloped and submitted is statistical inference. 





Statistical Inference 


What does “statistical inference” mean? It 
is simply the process of drawing general 
conclusions froma body of data, after ap- 
plying the appropriate statistical methods. 
The validity of the conclusions drawn by 
statistical inference spells the difference be- 
tween a successful 722 (b) (4) case and one 
which would probably be disallowed by the 
Treasury. Fortunately, a high degree of 
validity for these “inferential” determina- 
tions is possible with some of the available 
statistical methods. 


Two types of demand may be involved 
in 722 (b) (4) reconstruction of base period 
sales: 

One is “latent” or “potential” demand— 
a pre-existing willingness of consumers to 
buy a certain product at a certain price after 
the product is brought to their attention, 
and after they have been properly subjected 
to normal promotional and sales efforts on 
behalf of the product. This is a “long-run” 
demand, representing the maximum market 
for a product ultimately achieved. 


The other type of demand is “actual” de- 
mand—sales that will result from the cumu- 
lative effect of promotion and sales effort. 
“Actual” demand for any new product, or 
for any old product introduced to a new 
market, tends to be fairly restricted at first, 
but rises in accordance with one of the vari- 
ous recognized “market growth” formulae 
as the cumulative promotion and sales effort 


become effective. Eventually, if the mar- 
keting campaign for a new product has been 
properly handled, “actual” demand reaches 
the level of and merges with “latent” or 
“potential” demand. “Actual” demand, as 
reconstructed for 722 (b) (4) purposes, 
therefore, tends to be synonymous with 
reconstructed sales. Three statistical proce- 
dures for “inferential” statistical reconstruc- 
tion of “actual” demand, as reflected in 
sales, are given below. 


It should be noted that reconstruction of 
“actual” demand, or sales, by any of these 
three methods may be subject to one or two 
limits. One limit is the ultimately “latent” 
or “potential” demand discussed above, which 
may be established by ordinary market anal- 
ysis techniques, applied ex post facto as of 
the base period. The other limiting factor 
is the production capacity of the taxpaying 
corporation; obviously, no reconstruction 
procedure can produce a figure of sales in 
excess of the taxpayer’s end-of-the-base- 
period capacity to produce (including com- 
muted capacity). 





Trend Analysis 


Very often the economic counsel for a 
taxpayer which qualifies for relief under Sec- 
tion 722 (b) (4) is forced to do a two-year 
push-back reconstruction of sales by means 
of trend analysis. This implies that demand, 
or the reconstructed level of sales, is a 
function of time. The final level of sales 
usually should be expressed in a series of 
ranges which shows combinations of validity 
and precision; that is, the economic counsel 
could reconstruct a level of sales, for exam- 
ple, which ranges from $95,000 to $105,000 
and be right seven times out of ten, or a 
level of sales which ranges from $90,000 to 
$110,000 and be right nine times out of ten. 

Although the actual application of a math- 
ematical formula to the time series in ques- 
tion lends a certain degree of objectivity to 
the trend analysis, the very selection of a 
given type of mathematical curve from the 
“families of curves” introduces some degree 
of subjectivity into the analysis. Neverthe- 
less, trend analysis today is not only ac- 
cepted and widely used by the business world, 
but, in addition, forms an integral part and 
a necessary function of the successful prose- 
cution of business operations. 


Market Growth Pattern Analysis 


Very often the economic counsel for a 
taxpayer which qualifies for relief under 
Section 722 (b) (4) may be confronted with 
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a new product introduced to the market 
during the closing months of the base pe- 
riod. This may be no more than a com- 
mitment as of the close of the base period 
to market a new product, without any actual 
sales as of December 31, 1939. Obviously, 
trend analysis procedure cannot be used for 
this product because of the inadmissibility 
of data subsequent to December 31, 1939. 
In this case, economic counsel would have 
to resort to the market growth pattern pro- 
cedure for the new product. This market 
growth pattern would be based upon some 
“similar” or “homogeneous” group of prod- 
ucts, the sales performance of which had 
occurred prior to December 31, 1939. 


Economic counsel would still have to solve 
for three basic unknowns in this “market 
growth pattern” method of “inferring” de- 
mand. They are: 


(a) The length of time required to go 
from initia] sales to the mature level of sales. 


(b) The rate of acceleration. 
(c) The actual mature level of the market. 


Items (a) and (b) can usually be taken 
from the performance of “similar” products 
without much qualm. Item (c) must usually 
be determined through an independent mar- 
keting study. The level of sales reconstruc- 
tion for 1939 by this approach is valid 
insofar as (1) the forces which were instru- 
mental in shaping the growth pattern of the 
earlier, “similar” products are similar and 
operate with similar intensity for the new 
product; (2) the independent marketing 
study is sound and acceptable. Although 
the validity of the results obtained via this 
procedure can range from zero to ninety- 
nine per cent, depending upon the availability 
of data and the caliber of personnel conduct- 
ing the study, this procedure is still the only 
reliable method of “inferring” demand for 
many taxpayers. 


Correlation Analysis 


Economic counsel for a taxpayer is sel- 
dom in the enviable position of being able 
to employ the most effective approach to 
the reconstruction of sales with two years’ 
additional experience, namely, multiple or 
possibly joint correlation analysis. Requi- 
site data for this type of analysis are usually 
not available. 


The magnitude of changes in demand are 
usually explained by changes in the com- 


position and intensity of the forces which 
determine demand. If these forces can be 
effectively isolated and measured, the prob- 
lem of reconstructing sales becomes simpli- 
fied with highly accurate results guaranteed. 

What are some of the forces which are 
responsible for demand? Although the de- 
mand forces vary by type of product, they 
generally are: 

(a) Price. 


(b) Dollars spent on promotional activity 
analyzed by type of channel. 


(c) Size of the selling force. 
(d) Level of income. 


(e) Size of the population group for which 
the product is destined. 

(f) Composition of the population group 
for which the product is destined. 

(g) Basic requirements for the product 
(those requirements not created by promo- 
tion). 

(h) Extent to which the product is differ- 
entiated. 


(i) The degree and nature of competition. 


(j) Psychological and sociological influ- 
ences, etc. 


After the pertinent forces of demand have 
been isolated, measured and incorporated to 
the demand-estimating equation, it is neces- 
sary to solve for the coefficient of deter- 
mination. This quantity accurately measures 
the degree of confidence one might have in 
the use of the demand-estimating equation. 
If economic counsel has been successful in 
isolating the pertinent forces which explain 
changes in demand, then the degree of con- 
fidence will of necessity be high. 

Since economic counsel] for the taxpayer 
is permitted to reconstruct sales with two 
years’ additional experience, under the push- 
back rule of Section 722 (b) (4), it becomes 
necessary to estimate the nature and the in- 
tensity of the forces which explain demand 
with two years’ additional experience. This 
must be done before these quantities can be 
substituted in the demand-estimating equa- 
tion in order to solve for the reconstructed 
levels of sales. 

When data and facilities for conducting 
such a study permit, correlation analysis 
is the most effective and reliable procedure 
for inferring demand in 722 (b) (4) claims. 


[The End] 


—. a 


Mr. Simons is a New York tax attorney and economist. Mr. Shultz is president 
and Mr. Hillman, director of research for American Management Counsel, Inc. 
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QRIEFS 


By J. H. LANDMAN 


Commodity Hedges. Commodity hedge 
transactions for the purpose of protection 
against a business risk result either in fully 
taxable income or in fully deductible busi- 
ness losses, as the case may be. Stewart Silk 
Corporation [CCH Dec. 15,961], 9 TC —, 
No. 28. 


Contracts in futures, however, are capital 
assets when they do not cover a business 
risk. Makransky [CCH Dec. 14,661], 5 TC 
397, aff'd [46-1 ustc J 9195] 154 F. (2d) 59. 


Servicemen’s Tax Benefits. Employee 
taxpayers, in or out of service, captured by 
the enemy in a possession of the United 
States but confined elsewhere are neverthe- 
less treated as having resided therein for 
tax purposes for years commencing in 1942, 
Consequently they are taxed only upon 
other income received within or derived 
from sources within the United States. Pub- 
lic Law 310. 


Servicemen and servicewomen who die in 
service are not to be taxed for the year in 
which the death occurs. In addition, their 
income taxes, whether or not paid, are abated 
for years ending on or after December 7, 
1941, and before January 1, 1948, provided 
they were then in service. Public Law 367. 

Tax exemption of service pay ends on De- 


cember 31, 1948. Public Law 384. 


Alimony Payments. Where a wife is not 
legally obligated to support her husband, 
money paid by her to him, though it be 
pursuant to a divorce decree, is subject to 
gift tax. Clarissa H. Thomson [CCH Dec. 
15,913(M) ], 6 TCM —, June 27, 1947. 


In lieu of monthly alimony payments, a 
lump-sum discharge of a judgment debt by a 
divorced husband to his former wife, incor- 
porated in an absolute divorce decree, is not 
subject to gift and estate taxes. Commissioner 
v. Converse [47-2 ustc J 10,567], CCA-2, Au- 
gust 13, 1947, aff’g [CCH Dec. 14,813] 5 TC 
1014. 
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Nontaxable Sales Negotiations by Corpo- 
ration. A subsidiary corporation is not tax- 
able on the gain realized from the sale of 
stock by its parent corporation, which the 
latter acquired from the former as a dividend 
in kind, when the subsidiary had not entered 
into sales negotiations prior to the dividend 
payment. As a consequence, it is not to be 
urged that such a subsidiary realizes a gain 
in substance on the appreciated value of 
the dividend shares. Transport, Trading & 
Terminal Corporation [CCH Dec. 15,988], 9 
TC —, No. 40. 


Dividends in Kind. Corporate dividends 
in the form of appreciated property are divi- 
dends only to the extent of corporate earn- 


ings. Jane Easton Bradley [CCH Dec. 
15,930], 9 TC —, No. 15. 
Dividends in Substance. Distributions 


from earned surplus of a corporation result- 
ing from the reduction of the par value of 
stock constitute ordinary dividends, and are 
not distributions of its capital in partial 
liquidation. Estate of Thomas J. Sheehan z 
Dana [47-2 ustc J 9348], CCA-8, August 5, 
1947. 


Disallowed Losses. Losses on the sale 
of stock by a taxpayer to his brother’s sons- 
in-law are allowed. The fact that the tax- 
payer’s brother supplied the money by making 
gifts to his daughters does not mitigate 
against the allowable loss, provided the sales 
were bona fide and fair value was paid. 
Maurice B. Saul, TC memo. op., June 26, 
1947, 


Nontaxable Trading in Own Stock. A 
personal service corporation receives no tax- 
able income when it deals in its own stock 
without a profit motive, though otherwise 
profitable, in order to keep stock ownership 
in the hands of the employees. Rollins 
Burdick Hunter Company [CCH Dec. 15,949], 
9 TC —, No. 25. 
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Unintentional Tax-Free Reorganization. 
Though contrary to the intent of taxpayers, 
a liquidation of a corporation followed by 
the acquisition of its assets by a new cor- 
poration may constitute a tax-free reorgan- 
ization with the assets retaining the tax 
values of the transferor-corporation. Survaunt 
v. Commissioner [47-2 ustc J 9344], CCA-8, 
July 28, 1947, aff'g [CCH Dec. 14,726] 
5 TC 665. 

Unamortized Brokerage Fees. The re- 
mainder of the unamortized portion of broker- 
age fees for procuring a loan, is deductible 
in full in the year of the dissolution of the 
corporation. Longview Hilton Hotel Com- 
pany [CCH Dec. 15,962], 9 TC —, No. 29. 


Time for Deduction of Loss in Excess 
of Insurance Award. The year in which 
an insurance claim is finally determined, is 
the year in which a loss in excess of the 
insurance award accrues. Bernard Schulen- 
klopper [CCH Dec. 15,920], TC memo. op., 
July 11, 1947, 


When To Accrue. An accrual taxpayer 
does not have to accrue an item which ap- 
pears uncollectible by the end of the taxable 
year. Cuba Railroad Company [CCH Dec. 
15,970], 9 TC —, No. 34. 

Abnormal Deduction (Section 711). A 
bonus paid to a superintendent of a factory 
as an incentive for his acceptance of em- 
ployment is disallowed as a_ restorable 
abnormal deduction to base period income 
in computing taxpayer’s income credit, when 
the bonus is a consequence of an increase 
in the taxpayer’s base period income. Ameri- 
can Paper Specialty Manufacturing Company 
{CCH Dec. 15,942], 9 TC —, No. 24. 


Reasonableness of Corporate Salaries. 
Salaries may be paid in cash or in other 
assets and their reasonableness as an ordi- 
nary and necessary expense is arrived at by 
allocating to the latter their fair market 
value. J. J. Hart, Inc: [CCH Dec. 15,936], 
9 TC —, No. 18. 


Permanent Resident Abroad. A taxpayer’s 
foreign income is tax exempt if while living 
abroad he sincerely intends and is legally 


authorized to live abroad permanently. 
Dudley A. Chapin [CCH Dec. 15,937], 9 TC 
—, No. 19. 


Royalty Payments. Royalties paid under 
a patent license to a nonresident alien are 
subject to withholding. Compensation for 
his services rendered outside the United 
States and his share of the proceeds from 
the sale of natents are not subject to with- 
holding. K‘mble Glass Company [CCH Dec. 
15,963], 9 TC —, No. 30. 


Tax Briefs 


Taxable Income from Swindling. Money 
received through swindling yields taxable 
income to the defrauder in Texas because 
title to the loot passes to him until he is 
divested of it. Income from theft and em- 
bezzlement does not yield taxable income 
because title to the property does not pass 
to the thief or embezzler. If the victim 
condones the theft or embezzlement, the 
criminal then has taxable income. Akers 
[47-2 ustc $9358], DC Tex., Civil Action 
No. 190, August 16, 1947. 


Partnership Disregarded. A sham part- 
nership, coexistent with a corporation, may 
be disregarded because of the absence of an 
independent business purpose. Consequently, 
its income may be attributed to the cor- 
poration. R. O. H. Hill, Inc. [CCH Dec. 
15,939], 9 TC —, No. 21. 


Sale of Partnership Interests. The sale 
of a partnership interest results in a capital 
and not in an ordinary gain or loss. Estate 
of Daniel Gartling [CCH Dec. 15,945(M) ], 
TC memo. op., July 28, 1947. 


Valid Family Partnership. A family part- 
nership may be sustained by the Tax Court 
even if the invited wife-partner borrows 
her capital contribution with the credit of 
her husband, even if she pays voluntarily 
most of the household expenses, and even 
if tax saving is a factor, when the wife has 
been a partner in fact for a long time, as 
manifested by her vital contributions of 
service, and when the husband’s gifts to his 
wife are not in anticipation of the partner- 
ship. Harris T. Kille |CCH Dec. 15,952(M) ], 
TC memo. op., July 30, 1947. 


Admissions Tax. A charge for admission 
to a nonprofit public beach is a use tax; 
therefore, it is not subject to the federal 
admissions tax. Wilmette Park District 
[47-2 ustc J 9343], DC Ill, July 25, 1947. 


Farms for Pleasure. Losses resulting 
from the operation of farms are not de- 
ductible when they are used in reality for 
pleasure and as residences. Charles P. Tatt 
[CCH Dec. 15,956(M)], TC memo. op., 
July 31, 1947. 


Real Estate Taxes. Where the seller of 
real estate is not personally liable for real 
estate taxes and there is no lien for the tax 
on the property at the time of the sale, 
the purchaser may deduct the full tax and 
not a prorated part of it, if he actually 
paid it. In New York City, the real estate 
tax year commences July 1. Nevertheless, 
the seller is liable for the tax only if the 
realty is sold between October 1 and De- 
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cember 31, or between April 1 and June 
30. Adda, Inc. [CCH Dec. 15, 969], 9 TC —, 
No. 33. 


Loss on Sale of Land. Residential prop- 
erty rented for profit remains business prop- 
erty after the house was destroyed by a 
hurricane. As a consequence, the prompt 
sale of the land yields a fully deductible 
business loss and not an investment-capital 
loss. S. Wright, Jr. [CCH Dec. 15,960], 
9 TC —, No. 27. 


Fully Deductible Losses on Lots. Lots 
originally acquired for the erection of busi- 
ness buildings which are subsequently sold 
at a loss because of the abandonment of 
business plans, result in fully deductible losses. 
Carter-Colton Cigar Company [CCH Dec. 
15,972], 9 TC —, No. 36. 


Borrowed Invested Capital. Amounts due 
on mortgage loans which are assumed by 
others upon the sale of properties may not 
be included in computing borrowed invested 
capital for excess profits tax purposes even 
though the taxpayer remains liable on the 
mortgages as surety. Player Realty Company 
[CCH Dec. 15,971], 9 TC —, No. 35. 


Community Property Income. Upon the 
death of a spouse in Idaho, the survivor is 
entitled to one-half the community property 
subject to community debts, as a matter of 
right. I. T. 3861. 


In Louisiana, for the purpose of deter- 
mining gain or loss on the sale of community 
property when a husband has predeceased his 
wife, its tax value with respect to the widow’s 
one-half share is the cost or other basis to 
the community and with respect to the hus- 
band’s one-half share its fair market value 
as of the date of his death. I. T. 3862. 


Trust Income. Though under a person- 
ally executed trust agreement the creator 
of a trust may not enjoy any of its income, 
such income is taxable to him when he has 
the right of its management and distribu- 


oo 
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tion. Josephine P. Hendrick [CCH Dec, 
15,981(M) ], TC memo. op., August 15, 1947, 


Trust Income. Where a transfer of prop- 
erty to a beneficiary is to be possessed and 
enjoyed at or after the creator’s death, be- 
cause the trust agreement provides for life- 
income and for the possible invasion of its 
assets for the latter’s benefit, the possible 
bequest for the beneficiary becomes part 
of the creater-decedent’s estate. Estate of 
Mary V. Cochran [CCH Dec. 15,987], 9 TC 
—, No. 39. :, 


Charitable Deduction Denied. Where, 
without limitation, a trustee may invade 
the assets of a trust for the benefit of a 
wealthy and aged beneficiary, the remainder 
of the trust assets as a charitable bequest 
becomes indefinite and uncertain in amount. 
As a consequence, no deduction for the 
latter from the decedent’s estate is allowed. 
Union Planters Naiional Bank and Trust 
Company v. Henslee [47-2 ustc f{ 10,570], 
DC Tenn., August 12, 1947. 


Not in Contemplation of Death. Gilts 
made by a decedent to members of his 
family with a view toward making them 
independent are not made in contemplation 
of death and are therefore not includable in 
his estate for estate tax purposes. Kent 
[CCH Dec. 15,978(M)], 6 TCM —, Au- 
gust 12, 1947. 


Estate Evaluation. For estate tax pur- 
poses, the value of estate assets is governed 
by their fair market value without allowance 
for potential commissions and taxes. Estate 
of Frank A. Cruikshank [CCH Dec. 15,941], 
9 TC —, No. 23. 


Gifts Require Intent. Payment of in- 
surance premiums and interest on insurance 
loans by a beneficiary of a trust in order 
to preserve the validity of the insurance 
policies is not subject to gift tax. Grace R. 
Seligmann [CCH Dec. 15,966], 9 TC —, 
No. 31. [The End} 


Senate Joint Resolution No. 4, proposing an amendment to Article 
VII of the Constitution of the state of Texas, adding Sections 17 and 18 
providing for the levying of a state ad valorem tax on property in lieu of 
the present state ad valorem tax, was adopted at the special election held 


August 23, 1947. 
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Federal Tax Course 
CCH Federal Tax Course 1947-1948. George 


T. Altman. Commerce Clearing House, Inc., 


214 North Michigan Avenue, Chicago 1, Illi- 
nois. 1947. $12.50. 


The latest edition of the CCH Federal Tax 
Course is equally adaptable as a reference 
for the practicing lawyer or accountant and 
as a text for the student or junior tax man. 
While the book deals primarily with income 
taxation, it comprehends the entire federal 
internal revenue system, from its historical 
background to the most recent statutory 
changes. The explanatory text includes some 
550 problems, with solutions, selected from 
the private files of attorneys and account- 
ants. 


For convenient use, the volume is equipped 
with a glossary of tax terminology and with 
indices, a case table and a tax calendar. 
When ready, two supplemental books, Inter- 
nal Revenue Code Provisions, and Filled-in 
Tax Return Forms, will be furnished, at no 
additional charge, to purchasers of the Federal 
Tax Course. 


Administrative Procedure Act 


The Federal Administrative Procedure Act 
and the Administrative Agencies. Edited by 
George Warren. New York University 
School of Law, New York. 1947. 630 pages. 
$7.50. 

The Administrative Procedure Act, passed 
in June, 1946, answered a long-standing de- 
mand for an instrument of procedural regu- 
larity among the rapidly multiplying federal 
administrative agencies. The act has neces- 
sitated a thorough revision within the boards, 
departments and commissions to which it 
pertains and has also meant that attorneys 
Practicing before these agencies must gain 
a new perspective of administrative law. 


Current Books of Interest 
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The New York University School of Law 
planned its Institute, held on February 1-8, 
1947, to serve this latter end by offering 
attorneys, law school faculties and govern- 
ment employees the opportunity to hear ex- 
pert interpretation of the act as it applies to 
specific agencies. The proceedings of the 
Institute, including the record of the discus- 
sion periods as well as the lectures, are 
presented, with appropriate annotations, in 
this volume. 

Of particular interest to tax men is the 
paper delivered by Ralph H. Dwan, Assist- 
ant Chief Counsel of the Bureau of Internal 
Revenue, which discusses those portions of 
the act which modify Bureau procedure. As 
the Bureau is an old, established agency, 
many of whose procedures have already been 
authorized by former statutes, the changes 
effected by the act are not drastic. The 
application of Section 3, on public informa- 
tion, is unlimited in relation to organization 
and procedure, but requires little alteration 
in Bureau practice. Section 4, on rule mak- 
ing, is applicable, in theory, only in a limited 
sense; actually, however, it is receiving broad 
application. No other sections of the act, 
except those which bear on certain functions 
of the Alcohol Tax Unit, substantially effect 
Bureau practice. 


America’s Economic Future 


America’s Needs and Resources. J. Frederic 
Dewhurst and Associates. Twentieth Century 
Fund, 330 West 42nd Street, New York 18. 
812 pages. $5. 

America is fully equipped to outdo even 
her wartime production record in the decade 
1950 to 1960, according to the Twentieth 
Century Fund’s comprehensive survey of 
America’s Needs and Resources, which indi- 
cates that if we can continue our past rate 
of growth through the next decade, we can 
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provide our people with more goods and 
services than at the wartime peak, with fewer 
hours of work. 


The survey measures past accomplishments 
and estimates future output and needs in 
virtually every part of our entire economic 
system. Dr. J. Frederic Dewhurst, econo- 
mist of the Fund, directed a staff of twenty 
experts in a three-year study, and is chiefly 
responsible for writing and editing the final 
report. 


Dr. Dewhurst begins the survey with an 
analysis of the “miracle of production” we 
achieved in wartime. At the peak of the war 
effort in 1944, consumers actually received 
more goods and services—even with half of 
our total production assigned to the govern- 
ment, largely for war purposes—than in 
prosperous 1941. Because large classes of 
goods, such as automobiles and sugar, were 
scarce or unobtainable, however, many con- 
sumer wants were unsatisfied. The gross 
national product reached nearly $200 billion 
in 1944. 


Far from seeing “magic” in this tremen- 
dous achievement, Dr. Dewhurst soberly 
points out that “the doubling of our dollar 
volume of output during the defense and 
war period can be accounted for almost en- 
tirely by higher prices, more workers and 
longer working hours.” Almost one third 
of the increase between 1940 and 1944 was 
due to price rises alone. In addition to 
absorbing virtually all our 1940 unemployed, 
we brought into the labor force about seven 
million “emergency” workers (housewives, 
older persons who might normally have re- 
tired, etc.), and increased the average work 
week to nearly forty-seven hours. Contrary 
to a widely held impression, our rate of 
production, or output per man-hour, did not 
increase in wartime. Indeed, the author 
points to “our failure to achieve substantial 
gains over (or even to maintain) prewar 
productivity.” 


Since Americans ordinarily do not wish 
to work under these forced draft wartime 
conditions, the estimate of the 1950 total 
output at $177 billion in goods and services 
is approximately ten per cent less than our 
wartime peak.in 1944, These and other esti- 
mates in the survey are quoted in terms of 
1944 prices, which are about fifteen per cent 
lower than present price levels. 


An item almost certain to increase sharply 
is money spent by national, state and local 
governments. “Total expenditures of all 
United States governments in 1950... will 
exceed $45 billion-nearly four times the dol- 
lar amount spent in 1929, two and a half 


times the 1940 total. . . . When compari- 
sons are made in dollars of constant pur- 
chasing power the ‘real’ advance in government 
costs, though much less striking, is stil] 
about twice as large as the rise in gross 
national product.” 


One set of estimates reached by carrying 
forward past experience to show what our 
probable demand for and production of goods 
and services will be. Another set is based 
on “need”—the output needed if we placed 
no “ceiling” over the expenditures of those 
with plenty to spend but did place a “floor” 
under our economy by producing enough to 
provide minimum standards of health and 
decency for every person in the country. 


If our country is to supply consumer 
needs, we must have large increases in our 
“capital goods”—the plants and facilities that 
will enable us to turn out the additional 
goods and services. Higher standards for 
housing, education and medical care, for ex- 
ample, would mean new houses, schools, hos- 
pitals, etc. The report estimates total needs 
for capital expenditures, both public and 
private, of $34.5 billion in 1950 and $37.9 
billion in 1960. 


Considerations such as these bring the 
survey to a basic question: Have we enough 
total resources in America to meet these 
total needs? In the matter of agricultural 
products to supply our food, we showed 
spectacular achievement during the war. 
“Indeed, the remarkable accomplishments of 
our agricultural industry in the peak war 
year were nearly equal to the task of pro- 
viding our larger 1950 population with best- 
adapted diets while still leaving an export 
surplus of 15 per cent of our total farm 
production. Such difficulties as will 
confront agriculture, indeed, are far more 
likely to arise from problems of surplus 
production rather than inadequate capacity.” 


Regarding our natural resources, the Twen- 
tieth Century Fund survey concludes: “On 
the whole, the war left the United States 
with a depleted supply of most natural re- 
sources. However, the depletion of 
our supply ... should not prevent the ful- 
fillment of future needs. With relatively free 
trade throughout the world, we should be 
able to obtain the raw materials we need to 
establish a high standard of living in the 
United States.” 


As to industrial capacity, during the war 
period “we invested more than $38 billion 
in new productive facilities, of which manu- 
facturing alone accounted for nearly $26 
billion.” Many persons fear that we may 
have “overbuilt” and that the resulting ex- 
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cess capacity will be a drag on our economy; 
but Dr. Dewhurst points out that a great 
part of wartime expansion went for strictly 
military equipment which will be of little 
use in peacetime. Actual additions to civilian 
productive equipment were made at a slower 
rate than normal. 


Dr. Dewhurst says: “The end of the war 
thus found us with more than enough pro- 
ductive capacity to meet normal (though not 
immediate) postwar requirements for vari- 
ous metal and chemical products, but with 
serious deficiencies in our capacity to pro- 
duce most other goods and services. Neither 
situation presents difficulties that cannot 
readily be overcome.” 


The survey concludes that our estimated 
labor force of 60 million in 1950 and 63.4 
million in 1960, added to our productive re- 
sources, make it amply possible for this 
country not only to produce enough to meet 
its total estimated needs, but also to pro- 
vide a substantial margin for expansion and 
continued rise in output for our entire eco- 
nomic system. 


A major theme emerges at many points 
in the survey: Backing man-power with 
machine power is the secret of America’s 
spectacular achievements in both wartime 
and peacetime production. In 1944 we 
turned out nearly twenty-seven times as 
much in goods and services as we did in 
1850, with a labor force only 8% times as 
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Taxation Lecture Series 


A series of lectures on federal and state taxation is cur- 





large, but used 343 times as much mechani- 
cal energy in doing so. “Over the long run 
the ‘efficiency’ of the individual worker is a 
minor element in the productivity of the 
labor force. The most energetic and skillful 
shoemaker working long hours with the 
hand tools of a century ago could not re- 
motely approach the productivity of today’s 
semi-skilled operative, working with the aid 
of automatic power-driven machinery. ... 
What our labor force will be able to turn 
out in the 1950 decade depends on its size 
and on future trends in working hours, but 
more than anything else, on the extent of 
further gains in productivity.” 


The survey regards the future with a 
qualified optimism: “There are good reasons 
to believe that the technological progress of 
the past will continue ..., perhaps at an 
accelerated rate; but it would be a mistake 
to assume that further progress is inevitable. 
Whether we increase output per man-hour 
during the next decade will not be deter- 
mined by ‘projecting past trends’. It will 
be determined, as it has been in the past, 
by a multitude of actions and decisions on 
the part of individuals: inventors, industrial 
managers, entrepreneurs, investors, workers 
and consumers. It is this collective deci- 
sion, conditioned by their hopes and fears, 
expressed in the halls of government as well 
as in the market place, that will determine 
whether we will continue to multiply the 
fruits of the Power Age.” 





rently being sponsored in New York City by the New York 
Chapter of the National Association of Cost Accountants. 
The next session will be held October 16, with Thomas N. 


Tarleau as guest lecturer. 


His topic will be “Section 102.” 


Other guest lecturers, their topics and the dates they are 


scheduled are: 


Paul D. Seghers, “Tax Suggestions for 


Foreign Business,” on November 20; Maurice Austin, “Tax 
Minimization and Year-End Tax Savings,” on December 18; 
J. H. Landman, “Current Cases and Rulings,” on January 
15, 1948; Chester M. Edelmann, “State Corporate Taxes,” on 


April 22, 1948. 


Further information concerning this series may be ob- 
tained from William L. Weiss, of J. K. Lasser and Company, 









Current Books of Interest 


1440 Broadway, New York 18, New York. 





ALKING SHOP 


By LEWIS GLUICK, Certified Public Accountant 


S OMETIMES our CCH mailings contain 
matter of only technical interest—no 
Shoptalk at all. On other days, like August 
4, the mailing is replete with goods for the 
Shop; on top of that, the same day we 
lunched with a group of talkers, and, so 
help us, just listened. 


The Strauss case [CCH Dec. 15,915(M)] 
has a lot of human interest, but the results 
must be somewhat distressing to the tax- 
payers. Our impression is that the good 
doctor’s friends intended to make him a 
gift, but the elderly neurologist has to pay 
income tax on $10,000 just the same. This 
points up what one of the aforementioned 
talkers stressed: “You can’t be sure you 
have a bad debt if you don’t consult a 
competent attorney.” (See Castle [CCH 
Dec. 15,928(M)].) We wonder whether 
Strauss’ friends consulted a tax attorney to 
make sure there was a tax-free gift. 


Despite some of our recent opinions about 
excessive disallowances of family partner- 
ships, we concur heartily in the Gott case 
[CCH Dec. 15,916(M) ]. That was definitely 
a partnership the Commissioner should have 
disallowed. 


The Lustig case is even more interesting 
in Judge Augustus Hand’s decision [47-2 
ustc J 9325] than it was in the lower court’s. 


Some folks, including some farmers, 
think that farmers don’t pay income taxes. 
Not only did one Nourse pay them, but the 
District Court for Southern Iowa granted 
him a refund [47-2 ustc J 9329]. Another 
interesting farm case is that of Stutzman 
{47-2 ustc J 9311]. 


One talker brought up the evidential value 
of checks. A big corporation he represents 
has kept every check it has ever issued since 
‘ts inception, nearly twenty-five years ago. 
And every check is promptly examined for 
endorsements. No endorsement, no receipt; 
no receipt, no tax deduction. Elementary, 
but much neglected by small taxpayers and 
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(we fear) some big ones—but not by alert 
revenue agents. 


The prize case, which has to be read to 
be believed, is that of Dorn [CCH Dec. 
15,921(M)]—a memorandum decision handed 
down on July 11. 


Clients’ Vagaries 


The vagaries of clients are a favorite 
topic of talk for taxperts. You can never 
predict what any one individual will do, 
but you can be pretty sure of what he might 
do. A familiar type came to us recently. 
His former taxpert had died, and he had 
been properly recommended to us. He 
brought us better-than-usual data; his former 
taxpert must have trained him well. As for 
those items that must be estimated, such as 
state sales tax, he told us, “Since my income 
is less this year, reduce last year’s in propor- 
tion.” We did. When we presented the 
completed return to him, he did the usual 
take at the amount of the balance of tax 
due, and then, quite properly, started look- 
ing over the details. “See,” he said as he 
reached the tax deductions, “you forgot to 
take my gas tax, and all those federal ex- 
cise taxes, like the auto use stamp, etc.” 
We explained patiently that in California 
gasoline taxes were not deductible, and that 
federal excise taxes, even if still in force 
(and the auto stamp wasn’t), were generally 
not deductible either. “But Blank took ’em 
last year,” he replied. So he looked over 
last year’s return, with increasing discom- 
fiture, and failed to find them. “Well,” he 
said sheepishly, “I guess I’m wrong. I sure 
didn’t know that amusement taxes and such 
weren’t deductible any longer. Whyinel 
didn’t Blank tell me?” 


The Shoptalker has an answer to that, 
though he didn’t give it to the client. Blank 
was smart enought to make up correct re- 
turns without trying to explain them. He 
probably lived a much happier life than the 
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Shoptalker’s, and now abides in a place the 
Shoptalker doesn’t expect to reach. Our 
temperament insists on knowing things. 
When our physician writes a prescription, 
we insist on knowing what it is. And being 
a believer in doing unto others, etc, we try 
to answer our clients’ questions. We love 
to tell the story of wise old Cal Coolidge, 
but lack the ability to emulate him. 


While Coolidge was Governor of Massa- 
chusetts, the yarn goes, a good friend asked 
him how he was able to see so many visitors 
in a day, whereas the friend, in a less im- 
portant job, saw fewer people and spent 
more time on them. Cal replied, “I let them 
tell me all they want to. Then I let them 
go. You talk back.” 


The thing that gets us is that people like 
that client make money while well-educated 
and intelligent taxperts receive pittances for 
computing the taxes. One client of the firm 
that employed us in 1922 still stands out 
in our memory. He was an immigrant, 
whose literary ability consisted of writing 
his name, in Russian. Yet, in less than 
twenty years in the United States, he had 
built up a net worth of over $75,000. How 
did he do it? 


Accountants’ Records 


Of course, taxperts should not cast the 
first stone. Too many of them rail at the 
inadequate records their clients keep, while 
their own would not stand a thorough audit. 
We remember vividly, but will not cite (no 
use embarrassing the people after twenty 
years), a large firm of accountants, whose 
clientele included some industrial giants. 
This firm had a BTA case in which the 
findings of fact included that “the accounts 
were in such disorder that the firm had to 
employ a CPA to go over them and straighten 
them out.” The New York State Society 
of CPA’s has a great committee on office 
procedure for its members, which has pub- 
lished many authoritative papers; and in 
recent years a similar department has been 
established in the Journal of Accountancy. 
Would any of you readers like to share your 
theories on good procedure for taxperts? 
Are your files in good order? Do you use 
“vertical” or “flat” filing, and why? Do 
you have form letters to advise clients of 
due dates; to request appointments and trans- 
mit returns? How are they worded and 
when are they used? Who files your CCH 
teports, and when do you study them? How 
do you route and file this magazine and 
TAXES ON PARADE? 


Talking Shop 





CPA Publication Resumed 


The California Society of CPA’s has re- 
sumed publication of its magazine under the 
management of Arthur Sargent. It is a 
quarterly, but hopes to grow to be a monthly. 
As might be expected, it contains articles 
which transcend state lines. But in its home 
state it is a must for practitioners. We wish 
it good luck and no paper shortage. 


Preparation of Returns 


Recently the Attorney General of Cali- 
fornia ruled that no one could prepare tax 
returns, except in a purely clerical capacity, 
unless he was a licensed public accountant. 
That is how our local newspaper reported 
it; no mention was made of lawyers, who 
are certainly qualified. The ruling was 
aimed at the host of unlicensed, and fre- 
quently incompetent, persons who make 
some side money during March “helping” 
people prepare tax returns. The exception 
of “purely clerical” aid was properly made to 
cover real bookkeepers making returns for 
their regular employers. 


Unemployment Tax 


A recent newspaper dispatch from Sacra- 
mento had a curious twist. The Employ- 
ment Department ruled that a person who 
had been employed in an illegal occupation 
was not entitled to unemployment benefits, 
but that the employer nevertheless, must, 
pay the unemployment tax. The logic of 
this escapes us. 


Rule Enforcement 


We have heard much comment about lax 
enforcement of the rules provided in Treasury 
Circular 230. The Treasury really investi- 
gates persons applying for a green card, 
but after that rarely does anything. It is 
most unfortunate that Congress cut appro- 
priations. The Internal Revenue Service is 
composed of human beings. Even if there - 
were no artificial restrictions on the number 
of days and hours Civil Service personnel 
may work, they just can’t do everything. 
Therefore, they appear to follow the scheme 
of collecting taxes first and enforcing rules 
of professional conduct only in flagrant 
cases. 


Regularly licensed lawyers and accountants 
are not without blame in this matter of en- 
forcement. We hear their gripes, and agree. 
But when we inquire, “What did the Reve- 
nue Agent in Charge say when you told him 
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about this shyster?” we get a reply, “Oh, 
I’m not going to be the one to bring charges. 
I can’t bother adducing legal proof.” Well, 
if you don’t go to the doctor, he can’t cure 
your cancer. If honest practioners won’t 
file complaints, how can an overworked, 
under-manned Intelligence Unit do any- 
thing? 


Accountant Preferred 


During the tax season Mrs. Shoptalker is 
frequently pressed into service as a typist. 
One evening she exclaimed, “Sometimes I 
wish you were a blacksmith instead of an 
accountant.” Then, after a pause, she added, 
“But, at that, you’d probably have me to 
hold the horse!” 


Welcome 


Lee C. Shepard of St. Petersburg, Florida, 
paid us a visit by mail last spring. He says 
we will soon have more contributions from 
his state. He’s editor of the neat publica- 
tion the CPA’s put out there, and they think 
California is getting too much space. That’s 
a good idea for other states, too. 

Shepard also related this: Seems “in 
August, 1936, a revenue agent let off steam” 
in a publication that became defunct a few 
months later. (Not cause and effect.) The 
agent “bore down on accountants for their 
messy ways.” Shepard replied in kind in 
the September issue. After ten years, the 
writers met and shook hands, and all is now 
harmonious. 

Call soon again! 


Clear Away the Smog 


There is so much verbiage in so many 
cases that two recent decisions are like a 
breeze of clean Long Beach air driving away 
the Los Angeles smog. Judge Strum of 
Jacksonville, Florida, wrote a particularly 
lucid opinion in the case of Florida Machine 
and Foundry Company [47-2 ustc § 9349]. 
It does not take a taxpert to understand it 
on the first reading. Incidentally, this is 
the first case we have seen in years which 
involved a March 1, 1913 value. 

The Trapp case [47-2 ustc $9351], de- 
cided with a District Court for the Western 
District of Oklahoma, involves three is- 
sues. When you are through with Judge 
Broaddus’ opinion, you will know why he 
decided the way he did, and will not be 
inclined to dispute. There was no husband 
and wife partnership, certain income was 
community income (our readers in Michi- 
gan, Pennsylvania and Nebraska should 
study that part carefully), and certain gains 
were capital. 
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Have you seen the discussion of alimony 
at 474 CCH 8918? Don’t miss it! 


Human Interest 


We wish we had all the facts in the case 
of Schepps [47-2 ustc J 9341]. Hereby we 
invite the attorneys for the winning plain- 
tiff to present them. Judge Atwell’s deci- 
sion in the Dallas Division of the District 
Court intrigues us. Just how did the family 
set up a partnership that successfully with- 
stood the Collector’s attack. 

The Wilmette Park District case [47-2 ustc 
{ 9343] also calls for comment. Suppose 
that the admissions had exceeded, even by 
a small amount, the costs of operating the 
beach. Would that have been a profit, with 
the admissions taxable? We think the 
answer may be developed on appeal. We 
don’t imagine Collector Campbell will ac- 
cept the decision of Judge Campbell without 
further proceedings. 

For another case of conflict between the 
Commissioner and governmental agency, 
see National Airlines [CCH Dec. 15,940], 9 
TC —, No. 22. Such cases always annoy 
us. When a legally constituted agency 
issues a legal order prescribing accounting 
methods, it should be binding for tax pur- 
poses also. 


Twenty Years Young 


The October, 1932 issue of the Shop opened 
with the following quotation from the Auto- 
crat of the Breakfast Table. We don’t know 
any better way to close this issue than to 
repeat Oliver Wendell Holmes’ description 
of Shoptalking. 

“All generous companies of artists, au- 
thors, philanthropists, men of science, are, 
or ought to be, Societies of Mutual Admira- 
tion. A man of genius, or any kind of 
superiority, is not debarred from admiring 
the same quality in another, nor the other 
from returning his admiration. They may 
even associate together and continue to think 
highly of each other. And so for a dozen 
such men, if any one place is fortunate 
enough to hold so many. Next to youthful 
love and family affection, there is no human 
sentiment better than that which unites the 
Societies of Mutual Admiration. What 
would Literature or Art be without such 
association?” 

“And what,” asks the Shoptalker, “would 
this Shop be otherwise?” 

Incidentally, this issue marks the begin- 
ning of our twentieth year of Shoptalking. 
Prepare now for our mammoth twentieth 
anniversary in October, 1948. Get in your 
brickbats and bouquets early. [The End] 
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APPELLATE AND LOWER COURTS 


Estate tax: Charitable deductions: Dis- 
claimers of legacies——Decedent died less 
than thirty days after he executed his will. 
Consequently, under Pennsylvania law, his 
bequests to charity were void. After the 
estate tax return was filed and due, certain 
agreements purporting to be disclaimers of 
legacies, but recognizing the right of the 
life tenant to “consume the assets of this 
estate,” were filed with the purpose of ob- 
taining a deduction for legacies disclaimed 
in favor of charity under Section 812 (d) as 
amended by the 1942 Revenue Act. It is 
held that since the bequests to charity were 
void, no deduction is allowable on account 
of charitable bequests. It is held further 
that there was no disclaimer of legacies in 
favor of charity such as would authorize a 
deduction. Although decedent died after 
February 10, 1939, the decisive date for de- 
ductibility of disclaimed legacies, the second 
and third requirements of the amended law 
were not met. No irrevocable disclaimer 
was made before the date prescribed for 
fling the estate tax return. There were 
mere agreements that remainders should go 
to charity, and they were subject to the right 
of the life tenant to “consume the assets of 
this estate.” DC Pa. Bella Loeb Selig, 
Howard A. Loeb, and Tradesmen’s National 
Bank & Trust Company, a corporation, Ex- 
ecutors of the Estate of Solomon Selig, De- 
ceased v. United States of America, 47-2 ustc 
§ 10,572. 





























TAX COURT 


Estate tax: Corporate distributions ac- 
cumulated in trust: Effect of state law.— 
Liquidating distributions of a wasting asset 
corporation accumulated in trust of which 
decedent was life beneficiary are held not 
includable in the gross estate of the decedent 
under Section 811 (a) because the decedent 
was not entitled thereto under Pennsylvania 
law. Estate of Amy H. DuPuy, Deceased, 
People’s First National Bank & Trust Com- 
pany and Eleanor D. Merrick, Executors, v. 
Commissioner, CCH Dec. 15,991. 





































































Estate tax: Transfer of U. S. Treasury 
Bonds by nonresident alien: Deductions.— 
Decedent, a nonresident alien, was not en- 
gaged in business in the United States. 
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INTERPRETATIONS 


Court... Administrative 


* 


Decedent owned United States Treasury 
Bonds, issued after March 1, 1941, which 
were physically situated in the United States 
at the time of his death. The bonds are not 
exempt from federal estate tax by virtue 
of any provisions of the Victory Liberty 
Loan Act of 1919, and the value of the bonds 
is includable in the gross estate. Deductions 
for counsel fees and administration ex- 
penses are not deductible, following Rodiek 
v. Helvering, 87 F. (2d) 328, because of fail- 
ure to report sufficient information concern- 
ing decedent’s estate. Estate of Karl Jandorf, 
First National Bank of Boston, Custodian and 
Statutory Executor v. Commissioner, CCH 
Dec. 16,011. 


Estate tax: Powers of appointment: Ap- 
pointees same as if power not exercised.— 
Decedent was the life beneficiary of a testa- 
mentary trust under the will of her mother 
and had a testamentary power of appointment 
over the corpus of the trust. The mother’s 
will provided that in default of appointment, 
the corpus should go equally to the de- 
cedent’s two sons. Decedent died on Sep- 
tember 19, 1942, and in her will exercised 
the power by appointing a life estate in trust 
to her husband and the remainders at his 
death in equal shares to her two sons. The 
two sons expressly renounced the appoint- 
ments to them under their mother’s will and 
elected to take instead under their grand- 
mother’s will. The value of the entire corpus 
is includable in decedent’s gross estate under 
Code Section 811 (f). Estate of Louise V. 
Kerr, Samuel K. Kerr and Lewis §. Kerr, Jr., 
Executors v. Commissioner, CCH Dec. 16,014. 


TAX COURT— 


MEMORANDUM OPINION 


Estate tax: Delay in filing return: Ap- 
plicability of twenty-five per cent penalty.— 
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Decedent died in 1941. His executors gave 
notice of his death on Form 704 within the 
statutory period, An extension of time with- 
in which to file the estate tax return was 
asked for and given for the maximum period 
allowable. The return was not filed, how- 
ever, until ten months after the expiration 
of the extension. When filed, however, it 
was correct in all respects. The Commis- 
sioner assessed the twenty-five per cent 
penalty for failure to file the return within 
the time allowed. The executors resisted 
the penalty upon the claim that the failure 
was for reasonable cause shown. It is held 
that the reasons given for failure to file did 
not constitute reasonable cause. The claim 
that they could not sooner file a complete 
and accurate return for various reasons given 
was not sufficient. The requirement for filing 
a return is that it be as complete as pos- 
sible. They should have prepared the re- 
turn on time with what information was then 
available. Such a return could have been 
supplemented later. The filing of Form 704 
did not constitute the filing of a return 
which was as complete as possible. Form 
704 is merely a preliminary notice of the 
death of the decedent together with an esti- 
mate of the probable size of the estate. 
Estate of Samuel Goldstein, Deceased, Samuel 
Rubinton, Hannah Sherman and Sidney Gold- 
stein, Executors v. Commissioner, CCH Dec. 
15,953(M). 


STATE COURTS 


Charitable bequest: Unusual method of 
selection of beneficiaries—Decedent be- 
queathed property in trust to provide scholar- 
ships, up to $200, in any school, college or 
university approved by the trustee, with the 
provision that the beneficiaries be selected 
through a golf tournament to be held each 
year in San Diego County. The unusual 
method of selection of beneficiaries did not 
remove the bequest from the scope of the 
charitable exemption statute where it other- 
wise mét the requirements of the statute.— 
Calif. Estate of Harvey Fleming, Deceased. 
Thomas H. Kuchel, as State Controller, etc., 
Appellant v. First National Trust & Savings 
Bank of San Diego, as Executor, etc., Re- 
spondent, CCH INHERITANCE ESTATE AND GIFT 
Tax Reports J 16,168. 


Charitable bequest: “Use within this 
state.”—The term “use within this state” in 
subsection (b) of Section 13842 of the in- 
heritance tax statutes was held to mean use 
of the trust property rather than the actual 
use of the income. Where property was 
transferred in trust to a California corpora- 


932 


tion, and was completely managed in Cali. 
fornia, the income to be used for scholarships 
an any school, college or university approved 
by the trustee, and the selection of the bene- 
ficiaries took place in California, the fact 
that the scholarship might be used else. 
where, and by a beneficiary who was not a 
resident of California, did not remove the 
transfer from the scope of the statute which 
exempted it from inheritance tax where the 
use was for educational purposes. Calif, 


Ibid. 


Community property: Earnings in an- 
other state.—Decedent and his wife, originally 
residents of Iowa, moved to California in 
1921, where they resided until decedent’s 
death in 1945. It is held that real property 
situated in California, purchased with funds 
which originated from decedent’s earnings 
in lowa, is community property and taxable 
as such. The conversion of funds, earned in 
Iowa while decedent and his wife were resi- 
dents there, to real estate situated in Cali- 
fornia, did not change the aspect of the 
property. Hence, since the funds, had they 
been earned by decedent in California, would 
have been community property, and, there- 
fore, if unconverted, would have been treated 
as community property for inheritance tax 
purposes, regardless of their source, the real 
estate which they were used to purchase is 
likewise community property and taxable as 
such.—Calif. In re Marguerite W. Miller 
et al., for order establishing death of Ralph 
H, Miller. Thomas H. Kuchel, as State Con- 
troller, etc., Appellant v. Marguerite W. Miller, 
Respondent, CCH INHERITANCE ESTATE AND 
Girt Tax Reports J 16,158. 


Transfers during lifetime: Trust for serv- 
ices rendered.—A trust fund set up for de- 
cedent’s nurse and companion as an inducement 
for her to remain for the balance of de- 
cedent’s life, was to be paid to the nurse at 
decedent’s death. The fund was in lieu of 
an increase in current compensation, which 
was below the general rate for a nurse. It 
is held that the portion of the trust which 
was equal to the difference between compen- 
sation actually paid and the reasonable value 
of her services is not subject to tax, but that 
the balance is taxable as a transfer to take 
effect at death—Conn. Walter W. Walsh, 
Tax Commissioner v. New Haven Bank et al., 
Executors (Estate of Ella A. Dann), CCH 
INHERITANCE ESTATE AND Girt TAx REPORTS 
q 16,159. 


Joint tenancy: War Bonds, Treasury 
Bonds and bank deposits.—United States 
War Savings and Treasury Bonds and bank 
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deposits standing in the name of a decedent 
and that of another, at the date of his death, 
payable to either or to the survivor, are all 
subject to inheritance tax—Me. Alda M. 
Hallett, Executrix under Will of George W. 
Hallett v. Boyd L. Bailey, Inheritance Tax 
Commissioner of the State of Maine, CCH 
INHERITANCE EsTATE AND Girr TAX REPORTS 
q 16,163. 


Contemplation of death: Family corpora- 
tion—In 1941, decedent, aged sixty-six 
years and in failing health, transferred stock 
in a family corporation in trust for the bene- 
fit of his wife and children, but retained 
control of the corporation affairs until his 
death in 1943. The presumption that the 
transfer was made in contemplation of death 
was strengthened by evidence that decedent 
was very “tax conscious”; on the facts, the 
transfer was held to be subject to inheritance 
tax.—N. J. Charlotte S. Johnson and Edward 
J, Nugent, Executrix and Executor under the 
last Will and Testament of Arthur R. John- 
son, Deceased, Appellants v. Homer C. Zink, 
State Tax Commissioner, Respondent, CCH 
INHERITANCE EstaTE AND Girr TAX REPORTS 
{ 16,169. 


Valuation: Stock of family corporation.— 
The use of balance sheets, profit and loss 
statements and corporate earnings was ac- 
ceptable in arriving at the “clear market 
value” of stock of a family corporation. The 
average annual profit over a six-year period 
was taken to show the corporate earnings. 


—N. J. Ibid. 


New York City Teachers’ Retirement 
System benefits.— Payments from a pension 
fund to named beneficiaries upon the death 
of a New York school teacher are not insur- 
ance proceeds for estate tax purposes.— 
N. Y. Estate of Lucy C. Jacobs, CCH In- 
HERITANCE ESTATE AND GiFr TAx REPORTS 
q 16,171. 


Domicile-—Decedent was a citizen of Bel- 
gium and domiciled there until 1941. He 
had retired in 1920, and thereafter lived a 


life of leisure in Europe, traveling a great 
deal. Fearing liquidation by the Nazis, he 
fled Belgium in 1940. Going first to France 
and finally to New York, he was admitted to 
this country under a non-quota immigration 
visa. In New York he rented an apartment 
near those of his children, signing leases 
each year. He lived on resources which he 
had transferred to this country in 1939. De- 
cedent made efforts to obtain a permanent 
entrance visa stating his intention to become 
a permanent resident of the United States. 
Eventually he obtained the visa and re- 
mained in New York until his death. In his 
will he stated that he was a resident of New 
York, although he had obtained an extension 
of his Belgian passport. He was nearly 
eighty, however, when he had stated his in- 
tentions to remain here. It is held that the 
State Tax Commission overcame the burden 
of proof and established that decedent died 
a domiciled resident in New York. Dece- 
dent sought safety for himself, his family 
and fortune as part of a permanent plan of 
life, which involved the abandonment of his 
former domicile and the acquisition of a new 
one—N. Y. Estate of Joseph Isaac Walk, 
CCH INHERITANCE ESTATE AND GiFr Tax 
Reports { 16,172. 


Transfer to take effect at death: Revocable 
trust.—Decedent, who died in 1945, trans- 
ferred property in trust in 1932, relinquish- 
ing all control and management of the property 
but reserving a right to revoke. Under the 
terms of the trust agreement, decedent’s 
wife, who survived him, was to receive the 
income for life with remainder to two named 
charities. If she predeceased him, decedent 
had a right to the income for life. The 
transfer was held to be complete in 1932, 
and the reserved right to revoke, unaccom- 
panied by any control over the property, was 
not sufficient to bring the trust estate within 
the scope of the taxing statutes as a transfer 
to take effect at death—Pa. Estate of Robert 
B. Todd, CCH INHERITANCE ESTATE AND 
Girt Tax Reports § 16,164. 


——. $$$ ge 


Symposium October Schedule 


The October Tuesday-night sessions of the New School for Social Research’s 
Federal Taxation Symposium will have Ewing Everett, Norris Darrell, Maurice 


Austin and Mark E. Richardson as principal speakers. 


Their respective topics 


will be “Incorporation of Partnerships,” “Current Problems in Corporate Re- 
capitalizations,” “Conversion of Ordinary Income into Capital Gain” and “Section 
102 (Unreasonable Accumulations) and Dividend Policies.” 


Interpretations 









STATE TAX CALENDAR 


ALABAMA 









ARIZONA 





November 1 First Monday 
Automobile dealers’ report due. Property tax first semi-annual installment 


due. 
November 10—— 

Alcoholic beverage report of wholesalers November 5 ’ 

and distributors due. Alcoholic beverages licensees’ report due. 
Alcoholic beverage report and tax of November 10—— 

public service licensees due. ‘ a 
Automobile dealers’ report due. Wholesalers of malt, vinous and spirituous 
Tobacco stamp and use tax report and liquors report and payment due. 

payment due. November 15—— 


Tobacco wholesalers’ and jobbers’ report Gross income report and payment due 
due. q 


Use fuel tax report and payment due. 


November 20—— 
Motor carriers’ report and tax due. 















November 15—— 


Carriers’, warehouses’ and transporters’ 
gasoline tax report due. 




































T 
Carriers’, warehouses’ and transporters’ November 25—— 
lubricating oils tax report due. Motor vehicle fuel distributors’, whole- \ 
Motor carriers’ mileage report and tax salers’ and carriers’ report and pay- 
1 No 
due. ment due. 
Oil and gas conservation tax report and } 
payment due. ARKANSAS 
Oil and gas production tax report and Mesentus 00 
payment due. ; 
Alcoholic beverages report due. Ne 
November 20—— Motor fuel carriers’ report due. 
Automobile dealers’ report due. Statement of purchases of natural re- 
Coal and iron ore mining tax report and sources. 
payment due. Weventer 35 
Diesel fuel tax report and payment due. I di 1 d N 
Gasoline tax report and payment due. MCGMe CAE SECONS MEtAmeRt Cue. 
Jasper occupation tax return and payment November 20—— N 
due. : ; Gross receipts tax report and payment 
Lubricating oils tax report and payment due. 
due. Use fuel tax report and payment due. 
Motor fuel tax report and payment due. 
Sales tax report and payment due. November 25—— N 
Motor fuel tax report and payment due. 
Natural resources’ severance tax report 
and payment due. h 
CALIFORNIA 
November 1 
Common carrier distilled spirits tax re- 
port and payment due. : 


Gasoline tax report and payment due. 





November 15 
Beer and wine report and tax due. 


Common carriers report of alcoholic bev- 
erages imported due. 


Distilled spirits report and tax due. 
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Insurance gross premiums tax due (last 
day). 


Use fuel tax report and tax due. 
November 20—— 


Motor carriers’ gross receipts report and 
tax due. 


COLORADO 
November 5—— 


Alcoholic beverage manufacturers’ report 
due. 


Motor carriers’ tax due. 
November 10—— 

Motor carriers’ report due. 
November 14—— 

Sales tax report and payment due. 

Use tax report and payment due. 
November 15—— 

Coal mine owners’ report due. 

Coal tonnage tax and report due. 
November 25—— 


Diesel fuel tax report and payment due. 
Gasoline tax report and payment due. 


CONNECTICUT 
November 1 


Gasoline tax due. 
Property tax return due. 


November 15—— 
Gasoline tax report due. 
Gasoline use tax report and payment due. 


State Tax Calendar 


Railroad and street railway tax semi- 
annual installment due. 
November 20—— 


Alcoholic beverage tax return and pay- 
ment due. 


DELAWARE 
November 15—— 


Filling stations’ gasoline tax report due. 
Manufacturers and importers of alcoholic 
beverages report due. 
November 30-—— 


Distributors’ gasoline tax report and pay- 
ment and carriers’ report due. 


DISTRICT OF COLUMBIA 
November 10—— 


Licensed manufacturers, wholesalers or 


retailers of alcoholic beverages report 
due. 


Licensed manufacturers’ and wholesalers’ 
of beer report due. 


November 15—— 
Beer tax due. 


November 25—— 
Gasoline tax report and payment due. 


FLORIDA 
November 1—— 


Auto transportation companies’ report and 
tax due. 
November 10—— 


Agents’ and wholesalers’ cigarette tax re- 
port due. 


Manufacturers’ and dealers’ alcoholic bev- 
erages report and tax due. 
























November 15—— 
Dealers’, importers’ and carriers’ gasoline 
report due. 
Gasoline tax report and payment due. 
Motor vehicle fuel use tax report and 
payment due. 
Transporters’ and carriers’ alcoholic bev- 
erage report due. 


November 25—— 


Oil and gas production tax report and 
payment due. 











GEORGIA 
November 1 




















































Nov 
Corporation registration statement and ILLINOIS D 
fee due. November 10—— F 
November 10—— Motor carriers’ mileage tax due. 
Cigar and cigarette wholesale dealers’ re- 
port due. November 15—— 
Distilled spirits wholesale dealers’ report Alcoholic beverage tax report due. 
due. : Cigarette tax return due. Nov 
Motor carriers’ report due. Public utilities’ report and tax due. C 
November 15—— Sales tax report and payment due. Cc 
Malt beverage tax report due. oe on 
November 20—— Gasoline tax report and payment due. Nov 
Gasoline tax report and payment due. C 
November 30—— 
IDAHO , Gasoline transporters’ tax report due. 
November 15 
Beer dealers’, brewers’ and wholesalers’ INDIANA No 
ee due. , November 1—— 
Cigarette wholesalers’ drop shipment re- bigs No 
port due. Alcoholic vinous beverage tax due. ; 
Electric power companies’ report and tax 
due. First Monday ) 
Gasoline tax report and payment due. Property tax semi-annual installment due. 
November 25 : November 10—— 
ae penal go ed. cog aaa Cigarette distributors’ interstate business Nc 
, report due. 
November 15 Ne 
Alcoholic vinous beverage tax due. 
Cigarette distributors’ drop shipment re- 
port due. 
Fuel use tax report and payment due. 
N 





November 20—— 


Bank and trust companies’ intangibles tax 
report due. 


Bank and trust companies’ share tax re- 
port andi payment due. 


Building and loan associations’ intangibles 
tax report and payment due. 
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November 25—— 


Distributors’ and carriers’ gasoline tax 
report and payment due. 





Fuel dealers’ fuel use tax report and pay- 
ment due. 











IOWA 
November 10—— 
Carriers’ gasoline tax report and tax due. 


Class “A” permittees’ beer tax report and 
payment due. 







November 20—— 
Gasoline tax report and payment due. 






KANSAS 


November 10—— 
Malt beverage report due. 


November 15—— 


Carriers’ gasoline and fuel use tax report 
due. 

Compensating tax report and payment due. 

Motor carriers’ gross ton mileage tax re- 
port and payment due. 


November 20—— 


Sales tax report and payment due. 
Use fuel report and payment due. 


November 25 
Gasoline tax report and payment due. 
































KENTUCKY 


November 10—— 


Amusement and entertainment report and 
tax due. 

Cigarette wholesalers’ report due. 

Distilled liquors blenders and rectifiers’ 
tax payment due. 

Refiners’ and importers’ gasoline tax re- 
port due. 


State Tax Calendar 








November 15—— 


November 20—— 


November 30—— 


November 1—— 


Alcoholic beverage report due. 

Fuel use tax report and payment due. 
Income tax third installment due. 
Passenger carriers’ mileage tax due. 
Public utilities’ gross receipts tax report 
and payment due. 


Oil production tax report and payment 
due. 


Dealers’ and transporters’ gasoline tax re- 
port and payment due. 


LOUISIANA 





Public utility license and! pipe line trans- 
portation tax due. 
Tobacco wholesalers’ report due. 


November 10—— 


Importers’ gasoline tax report due. 

Importers’ kerosene tax report and pay- 
ment due. 

Importers’ light wine and beer report due. 

Importers’ lubricating oils report due. 


November 15—— 


Carriers’ gasoline tax report due. 
Carriers’ kerosene tax report due. 
Carriers’ light wine and beer report due. 
Carriers’ lubricating oils report due. 
Income tax third installment due. 
Intoxicating liquor manufacturers’ 
dealers’ report due. 
Soft drink wholesalers’ report due. 
Tobacco wholesalers’ report due. 


and 




















































November 20-—— 
Dealers’ gasoline tax report and payment 


due. 

Dealers’ kerosene tax report and payment 
due. 

Dealers’ lubricating oils tax and report 
due. 


Fuel use tax report and payment due. 

New Orleans sales and use tax report and 
payment due. 

Petroleum solvents report due. 

Sales and use tax report and payment due. 

Wholesale dealers’ light wine and beer tax 
report due. 





: == Nov 
MAINE Fe 
November 10—— November 20—— 
’ ° Nov 
Malt beverage manufacturers’ and whole- Cigarette tax report and payment due. 
salers’ report due. A 
N ber 30-—— 
November 15—— pcononey Nov 
Motor fuel tax report and payment due. C: 
Use fuel tax report and payment due. ; 
November 30—— M 
Gasoline tax report and payment due. MICHIGAN 
November 5—— » XR 
MARYLAND Carriers’ gasoline statement due. 4 


November 10—— 
Admissions tax payment due. 


November 10—— 
Common and contract carriers’ report and 


November 15—— fee due. 
Sales and use tax report and payment due. November 15—— 

November 30—— Sales tax report and payment due. 
Beer tax report and payment due. Use tax report and payment due. 


Gasoline tax report anad payment due. 
Purchasers of cargo lots of motor fuel November 20—— 




















report due. Distributors’ gasoline tax report and pay- 
ment due. 
MASSACHUSETTS Gas and oil severance tax report and pay- ( 
November 10—— ment due (last day). 
Alcoholic beverage excise tax report and 
payment due. ane, { 
Meals excise tax report and payment due. MINNES 
November 10—— 
Iron severance carriers’ tax report due. Nc 
Wholesalers’, brewers’ and manufacturers’ : 
alcoholic beverage report due. 
Nc 
November 15—— | 
Interstate motor carriers’ mileage tax due. 
Ni 


November 23—— 


Distributors’ gasoline tax report and pay- 
ment due. 


Special use fuel tax report and payment 
due. 
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November 15—— 
Alcoholic beverage sales report due. 
First class city property tax return due. 


November 25—— 
Use fuel tax report and payment due. 


November 30—— 
Gasoline distributors’ report and payment 
due. 
Soft drinks manufacturers’ report and 
payment due. 






































MISSISSIPPI MONTANA 
November 5—— November 1 
Factories’ report due. 





Moving picture theatre licenses issued 
November 10—— andi tax due. 
Admissions tax report and payment due. November 15 





November 15—— Brewers’, wholesalers’ and transporters’ 


Carriers’ gasoline tax report and payment of beer report and payment due. 


due. Carriers’ gasoline tax report due. 
Manufacturers, distributors and whole- Electric companies’ report and tax due. 
salers of tobacco report due. Gasoline tax report and payment due. 
' Retailers, wholesalers and distributors of 
f light wine and beer report due. November 20—— 
Sales tax report and payment due. Producers’, transporters’, dealers’ and re- 
Timber severance tax report and payment finers’ of crude petroleum report due. 


due. 


November 29—— 
Telephone companies’ tax and report due. 


November 30—— 
Bank share tax due. 
Freight line companies’ tax due. 
Metalliferous license tax due (last day). 
Property tax semiannual installment due. 


Use fuel tax report and payment due. 
Use tax report and payment due. 


November 20-—— 
Gasoline distributors’, refiners’, and proc- 
essors’ report and payment due. 
November 25—— 
Oil severance tax and report due. 


November 30—— 


Common and contract carriers of pas- NEBRASKA 
sengers gross revenue tax quarterly 
installment due. 


Fuel, other than gasoline, use tax and nea 
report due. Express companies’ tax due. 





November 1 
Bank share tax due. 





MISSOURI 





November 1 
Utilities’ ad valorem tax due. 
November 5—— 


Non-intoxicating beer permittees’ report 
due. 


November 10—— 


Oil inspection tax report and payment 
due. 


Receivers of petroleum products report 
due. 
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November 15—— 


Alcoholic beverage manufacturers’ and 
wholesale distributors’ report due. 





Carriers’ gasoline tax report due. 
Gasoline tax report and payment due. 





NEVADA 
November 10—— 

Liquor report by out-of-state vendors 
due. 
November 15—— 

Carriers’ gasoline tax report due. 

Manufacturers’ and importers’ alcoholic November 20—— 

































































: . . Gas 
beverage report due. Alcoholic beverage retail consumption i 
November 25 pe ag distribution licensees’ report 
Dealers’ gasoline tax report and payment Cee ee Ses. Wa 
due. November 30—— P 
Fuel users’ tax report and payment due. Carriers’ gasoline tax report due. 
Distributors’ gasoline report and payment 
due. 
NEW HAMPSHIRE Nove 
November 10— NEW MEXICO va 
- P C 
Manufacturers’ and wholesalers’ alcoholic November 15—— Di 
beverages report due; wholesalers’ pay- Occupational gross income tax report and 1 
ment due. payment due. Ra 
November 15 Oil and gas conservation report due. Nove 
Severance tax and report due. 0 
Use fuel tax report and payment due. Sa 
November 20—— F 
November 30-—— een SP 
M fuel d Motor carriers’ report and tax due. U: 
otor fuel report and tax due. Pipe line operators’ license tax due. N 
ov 
November 25—— | PT 
NEW JERSEY Gasoline tax report and payment due. 
November 1 Use or compensating report and payment U 
Property tax quarterly installment due. due. 
November 10—— November 30—— 
Busses (interstate) report and excise tax Bank share tax first installment due (last | yoy 
due. day). Cc 
Busses (municipal) gross receipts report 
and tax due. NEW YORK Nov 
Jitneys (municipal) gross receipts report 
and tax due. November 15 3 ~ 
Franchise (Income) tax second install- T 
ment due. . 
Transportation and transmission compa- Nor 
nies’ additional tax and report due. l 
November 20—— 
Alcoholic beverage tax and report due. 






November 25—— 

New York City conduit companies’ tax 
and report due. 

New York City public utility excise re- 
turn and payment due. 
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due. 


November 30-—— 


Gasoline tax report and payment due. 

Insurance companies’ premiums report 
and tax due. 

Water, gas, electric, etc. companies’ re- 
port and tax due. 


NORTH CAROLINA 
November 10—— 


Carriers’ gasoline tax report and payment 
due. 

Distributors and bottlers of unfortified 
wines report and payment due. 

Railroads’ alcoholic beverage report due. 


November 15—— 


Sales tax report and payment due. 
Spirituous liquor tax due. 
Use tax report and payment due. 


November 20-—— 


Distributors’ gasoline tax report and pay- 
ment due. 


Use fuel tax report and payment due. 


NORTH DAKOTA 
November 10—— 
Cigarette distributors’-report due. 
November 15—— 


Beer tax report and payment due. 
Gasoline tax report and payment due. 
Interstate motor carriers’ tax due. 


November 25 


Use fuel tax report and payment due. 


OHIO 
November 10-—— 


Admissions tax report and payment due. 

Cigarette wholesalers’ report due. 

Class “A” and “B” permittees’ alcoholic 
beverage report due. 
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November 15—— 
Cigarette use tax and report due. 


November 20—— 
Dealers’ gasoline tax report due. 


November 30-—— 


Carriers’ gasoline tax report due. 
Gasoline tax due. 


OKLAHOMA 
November 5—— 


Operators’ report of mines other than 
coal due. 


November 10—— 
Airports’ gross receipts report and tax 
due. 
Alcoholic beverage report and payment 
due. 
Cigarette wholesalers’, retailers’ and 
vending machine owners’ report due. 


November 15 

Carriers’ mileage tax report and payment 

_ due. 

Dealers’, retailers’ and carriers’ gasoline 
tax report due. 

Sales tax report and payment due. 

Tobacco wholesalers’, jobbers’ and ware- 
housemen’s report due. 


November 20—— 


Carriers’ use fuel tax report due. 

Coal mines operators’ report due. 

Distributors’ gasoline tax report and pay- 
ment due. 


Rural electric cooperatives’ property tax 
return and tax due. 


Use fuel tax report and payment due. 
Use tax report and payment due. 


November 30—— 


Oil, gas and mineral gross production 
report and payment due. 


























OREGON 
November 10—— 

Oil production tax report and payment 
due. 
November 15—— 
Property tax quarterly installment due. 


November 20—— 


Alcoholic beverage tax report and pay- 
ment due. 


Motor carriers’ report and tax due. 

Use fuel tax report and payment due. 
November 25—— 
Gasoline tax report and payment due. 


PENNSYLVANIA 


November 10—— 


Importers of spirituous and vinous liq- 
uors report due. 


Malt beverage-report due. 


November 15—— 


Employers’ return of tax withheld at the 
source under the Philadelphia income 
tax due. 


Manufacturers’ alcoholic beverage tax re- 
port and payment due. 


November 30-—— 
Gasoline tax report and payment due. 


RHODE ISLAND 
November 10-—— 


Manufacturers’ alcoholic beverage report 
due. 


November 15—— 
Gasoline tax report and payment due. 
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| Nove! 
Car 
Use 
Nove: 
SOUTH CAROLINA Dis 
nN 
November 10—— Sie 
Admissions tax report and payment due, Oil 
Alcoholic beverage wholesalers’ report} d 
and additional tax due. Sal 
Power tax return and payment due (last ae 
day). 
November 20—— 
Dealers’ fuel oil report due. 
Gasoline tax report and payment due, | Nove 
Users of fuel oil tax return and payment}) Ol 
due. ( 
SOUTH DAKOTA re 
November 1 | - 
Motor carriers of passengers tax due. ff U 
November 10—— 
Interstate motor carriers’ report and tax N 
due. _ 
& 
November 15 
Alcoholic beverage sales report due. Ce 
Carriers’ and retail airplane fuel vendors’ 
* gasoline tax report due. N 


Carriers’ use fuel tax report due. 
Dealers’ gasoline tax report due. 











Use fuel tax report and payment due. Pi 
November 20—— 
Passenger mileage tax due. Nov 
November 30—— 
Dealers’ gasoline tax report due. Pp 
TENNESSEE 
November 10-—— 
Alcoholic beverage report due (last day). f Nor 
Barrel tax on beer due. C 
Carriers’ gasoline tax report due. i! 


November 15—— 


Carriers of use fuel report due. 
Users of fuel report due. 


| Noventber S0anx: 


Distributors’ gasoline tax report and pay- 
ment due. 


Liquid carbonic acid gas tax due. 


Oil production tax report and payment 
due. : 


Sales and use tax report and payment 
due. 


TEXAS 
| November 15—— 


Oleomargarine dealers’ report and tax 
due. 


| November 20—— 
| Carriers’ motor fuel tax report due. 
Motor fuel tax report and payment due. 


Users of liquefied gases and liquid fuel tax 
report and payment due. 


November 25—— 


Carbon black production tax report and 
payment due. 
1€. 


Cement distributors’ tax report and pay- 
rendors’ 


ment due. 


Natural gas production tax report and 
payment due. 


Prizes and awards of theatres tax report 
and payment due. 
November 30-—— 


Oil production tax report and payment 
due. 


Property tax first installment due. 


UTAH 
November 10-—— 
| Carriers’ use fuel tax report due. 
Liquor licensees’ report due. 
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November 15—— 
Sales tax return and payment due. 
Use fuel tax report and payment due. 
Use tax return and payment due. 


November 25—— 
Carriers’ gasoline tax report due. 


Distributors’ and retailers’ gasoline tax 
report and payment due. 


November 30—— 


Property tax becomes delinquent at noon. 


VERMONT 
November 10—— 


Alcoholic beverage tax report and pay- 
ment due. 


Property tax installment due. 
November 15—— 


Electric light and power companies’ re- 
port and tax due. 


November 30—— 
Gasoline tax report and payment due. 


VIRGINIA 
November 10—— 


Beer dealers’, bottlers’ and manufactur- 
ers’ report due. 


November 20—— 
Carriers’ gasoline tax report due. 
Use fuel tax report and payment due. 


November 30-—— 
Gasoline tax report and payment due. 


WASHINGTON 
November 10—— 


Brewers and manufacturers 
products report due. 


of malt 


g 


November 15—— 


Butter substitutes report and payment 
due. 

Cigarette wholesalers’ 
shipments due. 

Gross income tax return and payment 
due. 

Public utilities gross operating tax report 
and payment due. 

Sales tax report and payment due. 

Seattle occupation tax report and pay- 
ment due. 

Use tax report and payment due. 


report of drop 





Vancouver occupation tax 
payment due. 

Wholesalers’ cigarette drop shipment re- 
port due. 


report and 


November 20—— 
Use fuel tax report and payment due. 


November 25—— 


Carriers’ gasoline tax report due. 
Gasoline tax report and payment due. 


November 30—— 
Property tax semiannual installment due. 


WEST VIRGINIA 
November 1 


Bank share tax due. 


November 10—— 


Alcoholic beverage tax report and pay- 
ment due. 


November 15—— 


Cigarette use tax report and payment 
due. 


Sales tax report and payment due. 








November 10—— 


Employers who withheld more than $100 
in income tax from wages during the 
previous month pay amounts withheld 
to authorized depositary. 


November 15—— 


Return of stamp account by brokers, 
dealers in securities, etc., due for Octo- 
ber. Form 828. 

Due date, by general extension, of returns 
for year ending May 31 in the case of: 
(1) foreign partnerships; (2) foreign 
corporations which maintain an office 
or place of business in the United 
States; (3) domestic corporations which 
transact their business and keep their 
records and books of account abroad; 
(4) domestic corporations whose prin- 
cipal income is from sources within the 
possessions of the United States; and 
(5) American citizens residing or travel- 
ing abroad, including persons in the 
military or naval service on duty out- 
side the United States. Forms: (1), 
Form 1065; (2)-(4), Forms 1120 and 
1121; (5) Form 1040. 


944 


FEDERAL TAX 


November 30—— 


Gasoline tax report and payment due. 
Property tax semiannual installment due. 


WISCONSIN 
November 10—— 
Alcoholic beverages tax report due. 


Cigarette wholesalers’ and manufactur. 
ers’ report due. 


November 20—— 
Gasoline tax report and payment due. 


WYOMING 
November 10—— 


Bank share tax installment due. 
Carriers’ gasoline tax report due. 
Property tax semiannual installment due. 


November 15—— 


Dealers’ gasoline tax report due. 

Motor carriers’*tax and report due. 

Sales tax report and payment due. 

Use tax report and payment due. 

Wholesalers’ gasoline tax report and 
payment due. 





CALENDAR 





Due date, by general extension, of non- 
taxable returns for fiscal year ending} 
June 30, in the case of fiduciaries for } 
estates and trusts, but not returns of} 
beneficiaries or other distributees of 
such estates or trusts. 


Monthly information return of stock- | 
holders and of officers and directors of | 
foreign personal holding companies due 
for preceding month. Form 957. 


Due date for delivery to local collector of } 
internal revenue, by stamp depositaries fj 
of the United States, of requisitions for f 
all stamps purchased during the preced- 
ing month, with statement showing 
stamps on hand at beginning and end 
of such month and stamps sold during 
that month. Payment also due for pro- 
ceeds of sales of stamps sold during 
preceding month. 


November 30—— 


Returns for excise taxes due for preced- f 
ing month. Forms 726, 727, 728, 728 (a), 
729, 932. 
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WASHINGTON TAX TALK—Continued from page 868 


‘uth Texas Commercial National Bank of 
‘on v. Commissioner. Here the Fifth 
uit held that an employee’s trust was not 
d pension trust under Code Section 165. 


‘tegel v. Commissioner. The issue in this 
vas whether a transfer by the decedent 
subject to a possibility of reverter by 
is law, and whether such a possibility 
sufficient to subject the transfer to es- 
‘ax. In 1920 the decedent transferred 

property in trust, giving incomes for his life 
to his three children, their issue or the sur- 
vivors, with the remainder upon his death 
distributable to the same beneficiaries. The 
Tax Court held the corpus was not includ- 
able and the Seventh Circuit reversed the 
Tax Court. 


Sunnen; Commissioner v. Royalties re- 
ceived in 1938-1941 by the taxpayer’s wife 
under the taxpayer’s assignment of patent 
royalty contracts to her are not taxable to 
the taxpayer and the donor-assignee, even 
though the taxpayer owned the patents and 
controlled the corporation licensed to use 
them. This was the holding of the Eighth 
Circuit. 


Travelers Insurance Company v. Commis- 
sioner. The Second Circuit held that prior 
decisions which did not involve the issue of 
whether the taxpayer, as a stockholder, was 
liable to the transferee for the tax liability 
of the company, did not operate as collateral 
estoppels by judgment against assertion of 
the taxpayer’s transferee liability. However, 
the prior decisions may have determined a 
mediate fact which might tend to show an 
absence of transferee liability in the taxpayer. 


Walker-Hill Company v. U.S. The Seventh 
Circuit held the taxpayer’s eggnog product 
was a “beverage” under Code Section 3250. 


Waters, Inc. v. Commissioner. Insurance 
policies on the life of the taxpayer’s presi- 
dent and principal stockholder were acquired 
by the taxpayer in 1938 through a merger, 
the policies having been transferred by him 
to the merging corporation for a valuable 
consideration. The Ninth Circuit held that 
the proceeds of the policies collected upon 
his death in 1941 constituted income deter- 
minable under Code Section 22(b)(2)(A), 
not under Section 22(b) (1). The court held 


that it has no jurisdiction over the Tax 
Court’s determination that such proceeds 
constituted abnormal income under Code 
Section 721(b); under the express provi- 
sions of Section 732(b) such a question is 
not reviewable by any court or agency ex- 
cept the Tax Court. 


The development of the income tax is 
illustrative of the high court’s place in 
orderly processes of democratic government. 
The taxing statute passed by the legislative 
branch of the government was held unconsti- 
tutional. This was the 1894 Act. The remedy 
for doing what the Supreme Court says you 
may not do, rests with the people. Since the 
people wanted the federal government to levy 
a tax on their incomes without regard to ap- 
portionment of the amounts collected among 
the several states, orderly processes demanded 
amendment of the Constitution itself; and 
thus we have the Sixteenth Amendment. 
Since its ratification this high court has been 
called upon to construe some of its terms— 
the word “income,” for instance. See Eisner 
v. Macomber, Merchants Loan and Trust Com- 
pany v. Smietanka and Miles v. Safe Deposit 
and Trust Company. 


A recent tax case showing the Court in 
action on the question of state immunity 
was the Saratoga Springs Water case. Attor- 
neys General from forty-five other states joined 
with New York in pleading state immunity 
from federal taxes on state activities. The 
Court ruled that New York State was not 
immune from a federal soft drinks tax of 
two cents a gallon on mineral water taken 
from Saratoga Springs and sold for a profit. 


The same day it rendered the Saratoga 
decision, which had been pleaded by such a 
great array of legal talent, and which in- 
volved such sacred rights as the sovereignty 
of states, the Court rendered a decision in a 
case involving a $6 robbery by an allegedly 
insane person, With equal pause and delib- 
eration, the rights of the most humble are 
determined as are those of sovereign states. 
At another time the judgment of a war 
crimes court was stayed until the Supreme 
Court ruled on the plea of a convicted enemy. 
As DeTocqueville once said: “A more im- 
posing judicial power has never been con- 
stituted by any people.” [The End] 


———_— we ———_—_—_—_ 
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